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ACT  OF  1934 

Utilization  of  Membership  on  National 
Securities  Exchanges  for  Public  Purposes 

I.  Introduction.  The  Securities  and  Ex¬ 
change  Commission,  pursuant  to  the  au¬ 
thority  vested  in  it  by  the  Securities  E!x- 
change  Act  of  1934,  15  U.S.C.  78a,  et  seq., 
and  particularly  sections  23(a),  2,  6,  11. 
17,  and  19  of  the  Act,  15  U.S.C.  78w(a). 
78b,  78f,  78k,  78q,  and  78s,  has  adopted 
Rule  19b-2  under  the  Securities  Ex¬ 
change  Act,  17  CPR  240.19l>-2.  effective 
March  15,  1973,  to  reflect  the  Commis¬ 
sion’s  policy  determinations,  previously 
enunciated,'  that:  The  Nation’s  securi¬ 
ties  exchanges  are  affected  with  and  in¬ 
tended  to  be  responsive  to  the  public 
interest:  that  membership  on  such  ex¬ 
changes  should  carry  with  it  an  obliga¬ 
tion  to  serve  investors  dealing  on  those 
exchanges:  and  that  membership  uti¬ 
lized  primarily  for  the  purpose  of  pro¬ 
prietary  trading  for  the  account  of  the 
member  or  for  an  account  in  which  it  has 
an  interest  or  for  the  purpose  of  rebating 
or  recapturing  commissions  charged  on 
exchange  securities  transactions,  directly 
or  indirectly,  is  inimical  to  the  protection 
of  investors,  fair  dealing  in  securities 
traded  in  upon  such  exchanges,  the  fair 
administration  of  such  exchanges  *  and 
the  interests  of  the  pubhc  investors  we 
are  mandated  to  protect  in  the  develop¬ 
ment  of  a  central  market  system  for 
listed  securities. 

The  Commission’s  action  follows  years 
of  intensive  study  of  the  issues  involved 
and  the  views  of  the  industry,  the  Na¬ 
tion’s  registered  securities  exchanges, 
public  investors,  other  governmental 
agencies  and  all  other  interested  persons 
who  made  their  views  known  to  us.*  The 
action  taken  today  in  adopting  Rule  19b- 
2  is  not  intended  to  and  could  not,  in 
light  of  shifting  currents  and  patterns  in 
,  the  structure  of  the  Nation’s  securities 
markets,  be  a  definitive  resolution  of  the 
problems  facing  the  securities  industry 
in  this  area.  Rather,  the  Commission’s 
action  reflects  a  much-needed  first  step 
in  the  restructuring  of  our  securities 
markets  and  the  manner  and  place  of 
the  conduct  of  securities  transactions. 
The  formulation  of  an  integrated  and 
coordinated  system  of  securities  markets, 
often  referred  to  as  a  central  market  sys¬ 
tem.  first  urged  by  the  Commission  sev¬ 
eral  years  ago,*  is  in  actual  preparation:  ‘ 
the  Commission’s  action  today  is  consist¬ 
ent  with,  and  an  integral  pwirt  of,  con¬ 
certed  efforts  to  effectuate  such  a  cen¬ 
tral  market  system,*  and  must  be  viewed 
in  that  context  as  part  of  “the  regula¬ 
tory  work  for  which  Ithe  Commission! 
was  constituted,  in  an  area  of  market  ac¬ 
tion  which  cries  out  for  some  rational 
plan.’’ ' 

The  rule  adopted  today  differs  in  some 
respects  from  the  rule  initial’y  published 
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for  public  comment  *  as  well  as  the  rule 
each  national  securities  exchange  was  re¬ 
quested  to  adopt,*  and  these  differences 
are  set  forth  in  detail  below.^°  We  have 
not,  in  adopting  Rule  19b-2,  foreclosed 
the  possibility  that  further  changes  may, 
after  experience  with  the  rule  is  gained 
and  after  the  emerging  structure  of  a 
central  market  system  is  more  sharply 
delineated,  be  necessary  or  appropriate. 
We  expect  to  monitor  carefully  the  im¬ 
plementation,  operation,  and  effects  of 
this  rule.  In  an  area  of  activity  as  dy¬ 
namic  and  complex  as  this,  there  may  not 
be  any  permanent  resolution  of  industry 
problems:  as  conditions  change,  existing 
problems  may  be  superseded  by  new 
problems,  and  existing  “solutions”  may 
be  rendered  obsolete.  The  effective  utili¬ 
zation  of  administrative  responsibility 
and  pervasive  regulatory  oversight  de¬ 
mands  that  the  agency  charged  with 
oversight  of  an  entire  industry,  such  as 
the  Commission,”  remain  to  these 
changing  patterns  and  problems.  We  in¬ 
tend  to  do  just  that.  But  the  very  pur¬ 
pose  and  nature  of  administrative  agen¬ 
cies  '2  demands  that  current  industry 
problems  be  fased  and  dealt  with  as 
expeditiously  as  possible  and  that  the  ad¬ 
ministrative  authority  not  abdicate  its 
clearly  defined  obligation  to  act.^* 

The  regulatory  process  recognizes  the 
validity  of  and  necessity  for  agency  test¬ 
ing  as  long  as  the  regulated  industry’’s 
problems  remain  unresolved.  We  recog¬ 
nized  as  much  when  we  announced  our 
proposal  to  adopt  Rule  19b-2: 

The  Commission  recognizes  that  at  this 
time,  and  without  the  benefit  of  fiexlble  ex¬ 
perimentation,  attempts  at  definitive  answers 
or  solutions  to  all  of  the  issues  raised  by  ex¬ 
change  membership  for  other  than  public 
purposes  are,  of  course,  impossible.  By  pro¬ 
posing  the  rule  set  forth  herein  and  publish¬ 
ing  for  comment  a  number  of  important  re¬ 
lated  policy  questions  so  that  all  persons  who 
have  helpful  viewpoints  to  express  may  do  so. 
It  Is  hoped  and  expected  that,  by  the  use  of 
the  Commission’s  quasl-leglslatlve  powers, 
guidelines  for  appropriate  experimentation 
and,  ultimately,  principles  to  Implement  the 
development  of  a  central  market  system  will 
evolve.'* 

In  this  context,  the  comments  of  the 
Supreme  Court  on  agency  testing  and 
experimentation,  made  with  respect  to 
the  broad  rule  making  authority  of  an¬ 
other  administrative  agency,  the  Federal 
Communications  Commission,  appear 
particularly  apt  here: 

It  would  be  sheer  dogmatism  to  say  that 
the  Commission  made  out  no  case  for  Its 
allowable  discretion  In  formulating  these 
regulations.  Its  long  Investigation  disclosed 
the  existence  of  practices  which  It  regarded 
as  contrary  to  the  “public  Interest.”  The 
Commission  knew  that  the  wisdom  of  any 
action  It  took  would  have  to  be  tested  by 
experience:  “We  are  under  no  illusion  that 
the  regulations  we  are  ad<^tlng  will  solve  all 
questions  of  public  Interest  •  •  *.  Such 
problems  may  be  examined  again  at  some 
future  time  after  the  regulations  here 
adopted  have  been  given  a  fair  trial.”  •  •  • 
The  problems  with  which  the  Commission 
attempted  to  deal  could  not  be  solved  at  once 
and  for  all  time  by  rigid  rules  of  thumb.  The 
Commission  therefore  did  not  bind  Itself 
infiexibly  to  the  •  •  •  policies  expressed  In 
the  regulations  •  •  *.  If  time  and  changing 
circumstances  reveal  that  the  “public  In¬ 
terest”  Is  not  served  by  application  of  the 


regulations.  It  must  be  assumed  that  the 
Commission  wlU  act  in  accordance  with  its 
statutory  obligations.** 

Hie  Commission,  of  course,  expects 
and  requests  that  its  efforts  to  monitor 
the  operation  of  Securities  Exchange 
Act  Rule  19b-2  will  be  assisted  by  co¬ 
operative  efforts  of  the  various  registered 
securities  exchanges,  members  of  those 
exchanges  and  members  of  the  investing 
public. 

We  recognize  that  a  number  of  persons 
who  commented  on  our  rule,  concerned 
about  its  impact  on  their  ultimate  sta¬ 
tus,"  have  criticized  or  made  suggestions 
concerning  various  aspects  of  this  thor¬ 
ough  and  lengthy  proceeding,  from  the 
procedures  employed  and  the  scope  of 
our  authority  to  various  of  the  substan¬ 
tive  provisions  of  the  rule  as  proposed. 
We  have  carefully  considered  all  com¬ 
ments,  weighing  them  against  our  statu¬ 
tory  and  regulatory  obligations  and 
objectives  and,  where  we  found  it  appro¬ 
priate  to  do  so,  have  modified  our  rule. 
Throughout  our  consideration  of  these 
complex  matters,  however,  our  focus  has 
been  on  the  public  interest  the  Commis¬ 
sion  has  been  mandated  to  uphold  in 
regulating  our  securities  markets.  The 
standards  to  which  we  have  looked — the 
public  interest,  protection  of  investors, 
fair  dealing  in  securities  traded  in  upon 
exchanges,  and  the  fair  administration 
of  exchanges — are  as  broad  as  the  Act 
itself;  but  the  acciunulated  expertise  of 
the  Commission  and  its  staff  permits 
these  terms  to  be  viewed  and  applied  in 
their  appropriate  context.'* 

In  order  that  the  basis  for  our  policy 
determinations  be  made  clear,  we  have 
set  forth,  in  some  detail,  the  various  con¬ 
siderations  that  have  helped  shape  Rule 
19b-2.  While  it  is  not  possible  in  what  is 
already  a  lengthy  release  to  state  de¬ 
tailed  views  concerning  each  and  every 
one  of  the  many  suggestions  we  have  re¬ 
ceived,  we  have  attempted  to  furnish  an 
indication  of  our  reasoning  wherever  ap¬ 
propriate.  In  this  release,  we  also  set 
forth  the  background  leading  up  to  the 
adoption  of  Rule  19b-2  and  discuss  the 
statutory  and  procedural  provisions  rele¬ 
vant  to  oiu*  actions. 

The  remainder  of  this  release  is  struc¬ 
tured  as  follows: 

Section  n.  Synopsis  of  Securities  Exchange 
Act  Rule  19-2,  pp.  '3902-3903. 

Section  m.  Background,  pp.  3903-3906. 

Section  IV,  Regulatory  Objectives  of  the 
Securities  Exchange  Act,  pp.  3906-3909. 

Section  V,  Statutory  Authority,  pp.  3909- 
3912. 

Section  VI.  Procedures,  pp.  3911-3914. 

Section  VII,  The  Utilization  of  Exchange 
Membership,  pp.  3914-3919. 

Section  VIII,  Analysis  of  Securities  Ex¬ 
change  Act  Rule  19b-2,  pp.  3919-3924. 

Section  IX,  Competitive  Considerations,  pp. 
3924-3927. 

Section  X.  Test  of  Securities  Exchange  Act 
Rule  19-2,  p.  3928. 

Section  XI,  Conclusion,  pp.  3927-3928. 

n.  Synopsis  of  Securities  Exchange  Act 
Rule  19b-2.“  IMor  to  this  adoption  of 
Securities  Exchange  Act  Rule  19b-2,  the 
Nation’s  registered  securities  exchanges  '* 
had  varying  rules  governing  the  require¬ 
ments  of  exchange  membership.  Some 
exchanges  denied  membership  to  any 
person  or  entity  whose  so-called  “parent” 
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was  not  also  engaged  In  a  securities  busi¬ 
ness.**  Some  exchanges  permitted  any 
person  or  entity  to  obtain  membership, 
without  any  requirement  that  the  mem¬ 
bership  so  obtained  be  employed  for  pub¬ 
lic  purposes."  And  other  exchanges 
adopted  various  rules  falling  somewhere 
in  between  these  extremes.”  As  adopted, 
rule  19b-2  requires  each  secmltles  ex¬ 
change  registered  with  the  Commission 
to  make  exchange  membership  available 
to  any  person  or  entity,  assuming  mini¬ 
mum  standards  of  financial  responsibility 
and  competency  are  met,  provided  only 
that  each  member  demonstrate  his  com¬ 
mitment  to  compete  for  the  public’s  ex¬ 
change  securities  business.  Thxis,  rule 
19b-2  requires  each  registered  securities 
exchange  to  adopt,  no  later  than 
March  15,  1973,  a  rule  or  rules  specifying 
that  every  member  of  an  exchange  must 
have,  as  the  principal  purpose  of  its  ex¬ 
change  membership,  the  conduct  of  a 
public  securities  business.**  An  exchange 
member  is  deemed  to  have  such  a  pur¬ 
pose  if  at  least  80  percent  of  the  volume 
of  its  securities  transactions  on  all  reg¬ 
istered  securities  exchanges  effected  by 
the  member  is  effected  for  nonafflliated 
persons  or  is  effected  pursuant  to  certain 
transactions  deemed  by  the  Commission 
to  contribute  to  the  public  nature  of  the 
securities  markets  or  to  be  in  the  public 
interest.** 

The  rule  defines  affiliation  in  terms  of 
(i)  control:  **  (il)  any  accoimt  in  which 
principal  officers,  stockholders  or  part¬ 
ners  of  the  member  have  a  direct  or  ma¬ 
terial  indirect  beneficial  interest;  **  and 
(iii)  any  Investment  company  of  which 
an  exchange  member  or  any  person  con¬ 
trolling,  controlled  by  or  imder  common 
control  with  such  member  is  an  invest¬ 
ment  adviser." 

The  rule  also  requires  the  exchanges 
to  provide  in  their  rules  for  an  explicit 
3-year  phase-in  period,*"  to  accord  mem¬ 
bers  of  exchanges  who  attained  their 
membership  prior  to  the  date  of  the 
adoption  of  rule  19b-2  an  opportvmlty  to 
conform  their  utilization  of  exchange 
membership  to  the  public  purposes  the 
rule  seeks  to  implement,  without  imdue 
hardship.  Thus,  any  exchange  member 
that  acquired  its  exchange  membership 
prior  to  the  adoption  of  rule  19b-2  may 
be  presumed,  for  up  to  3  years,  to  have 
as  the  principal  purpose  of  its  member¬ 
ship  the  conduct  of  a  public  securities 
business,  if  (1)  the  member,  within  30 
days  after  the  adoption  of  the  ex¬ 
change’s  rule,  furnishes  a  written  com¬ 
mitment  to  any  exchange  of  which  it  is 
a  member  to  make  good  faith  efforts  to 
comply  with  the  exchange’s  rule  and  ac¬ 
companies  this  commitment  with  a  writ¬ 
ten  plan  that  sets  forth.  In  detail,  the 
steps  the  member  intends  to  take  to 
comply  with  the  requirements  of  the  ex¬ 
change’s  rule;  and  (2)  the  member  files 
with  the  exchange,  at  the  expiration  of 
each  of  the  first  two  1-year  periods  fol¬ 
lowing  the  adoption  of  rule  19b-2,  both  a 
statement,  setting  forth  the  steps  that  al¬ 
ready  have  been  taken  which  shall  lead 
to  compliance  with  the  requirements  of 
the  exchange’s  rule,  and  an  updated 
plan,  specifying  the  future  action  the 


member  Intends  to  take  in  order  to 
achieve  compliance  with  the  exchange’s 
rule.**  By  the  expiration  of  the  third  1- 
year  period  following  the  adoption  of 
rule  19b-2,  all  exchange  members  shall 
be  required  to  demonstrate  that  their 
operations  conform  to  the  public  nature 
of  securities  exchanges. 

Plans  filed  in  compliance  with  the  3- 
year  phase-in  period  provided  by  the  ex¬ 
change’s  rule  must  be  reviewed  by  the 
exchange  to  which  it  is  submitted,  must 
be  found  by  that  exchange  reasonably  to 
enable  the  member  submitting  the  plan 
to  comply  with  the  rule  and  must  be  de¬ 
clared  effective  by  the  exchange.  The 
failure  of  an  exchange  diligently  and  ef¬ 
fectively  to  enforce  any  provision  of  a 
rule  it  has  adopted  pursuant  to  rule 
19b-2,  or  to  require  diligent  compliance 
by  any  exchange  members  with  the 
terms  of  an  effective  plan  filed  by  such 
member  with  the  exchange,  constitutes 
a  violation  of  rule  19b-2.*® 

m.  Background.^  The  adoption  of 
Securities  Exchange  Act  Rule  19b-2 
reflects  the  culmination  of  a  segment 
of  regulatory  processes  concerning  the 
functioning  and  structure  of  our  se¬ 
curities  markets:  it  follows  extensive 
hearings  and  studies  conducted  since 
1968  by  the  Commission  and  Con¬ 
gress  concerning  market  structure  and 
market  operations,**  and  each  of  these 
studies  and  hearings  has  furnished  us 
with  useful  information  which  we  have 
considered  and  weighed  in  formulating 
Rule  19b-2."  But,  our  rule  also  reflects 
the  inception  of  regulatory  processes  con¬ 
cerning  market  structure  and  organiza¬ 
tion,  because  it  is  but  one  facet  of  our 
continuing  efforts  to  establish  a  viable 
central  market  system.  In  this  section 
of  the  release,  we  set  forth  a  history  of 
the  “extensive  hearings’’**  which  have 
led  up  to  our  policy  conclusion  that  the 
exchanges  of  this  Nation  are  rightfully 
part  of  the  public  domain  and  should 
not  be  used  in  any  manner  that  would 
undermine  the  basic  responsibility  of  ex¬ 
changes  to  public  Investors. 

The  Commission’s  preoccupation  with 
market  structure  and  the  trading  pat¬ 
terns  and  functions  of  exchange  mem¬ 
bers  is,  of  course,  by  no  means  a  recent 
development.  From  the  inception  of  its 
administration  of  the  Securities  Ex¬ 
change  Act,  the  Commission  has  studied 
and  induced  changes  in  exchange  rules 
and  practices  governing  the  trading  ac¬ 
tivities  of  exchange  members.*  Since  that 
time,  the  Commission  has  conducted  a 
number  of  reviews  of  market  practices 
to  determine  whether  further  changes 
in  the  structure  and  operations  of  the 
industry  and  the  exchange  markets  in 
particular  appeared  “necessary  or  ap¬ 
propriate,’’  **  including  a  congresslonally 
mandated  report  on  the  feasibility  of 
segregating  broker  and  dealer  functions 
of  exchange  members  "  which  was  aided 
by  the  Initial  Commission  foray  into  the 
realm  of  the  exchanges’  regulation  of 
their  members  discussed  above.**  The 
purpose  to  which  exchange  membership 
should  be  put,  then,  have  reflected  a  con¬ 
tinuing  preoccupation  of  this  agency. 


The  most  recent  inquiry  of  the  Com¬ 
mission,  the  one  with  which  we  are  here 
concerned,  commenced  early  in  1968.  By 
that  time,  it  had  become  apparent  to  the 
Commission  “  and  the  Congress  “  that 
the  National’s  markets  were  increasingly 
becoming  the  trading  place  of  large  fi¬ 
nancial  institutions."  The  increase  in  in¬ 
stitutional  trading  increased  the  strain 
on  the  rigid  minimum  commission  rate 
structure,  adopted  in  1972  by  the  New 
York  Stock  Exchange  (sometimes  here¬ 
inafter  referred  to  as  the  NYSE),**  and 
followed  by  all  other  national  securities 
exchanges.*’  At  that  time,  early  1968, 
there  were  no  discounts  based  on  the 
volume  of  securities  transactions,  not¬ 
withstanding  the  fact  that,  typically, 
economies  of  scale  might  be  present  in 
larger  transactions  which  permit  the  ex¬ 
ecution  of  large  transactions  at  substan¬ 
tially  lower  per  share  cost  than  the  fixed 
minimiun  rate  permitted  exchange  mem¬ 
bers  to  charge.**  Similarly,  exchange  rules 
failed  to  distinguish  between  different 
types  of  professional  nonmembers;  all 
exchange  nonmembers  were  requir^  to 
pay  the  same  fixed  minimum  commission 
rate. 

The  increase  in  the  institutional  com¬ 
mitment  to  the  equity  securities  markets, 
coupled  with  the  fact  that  the  fixed  mini¬ 
mum  commission  rates  charged  on  in¬ 
stitutional-sized  orders  were  wholly  un¬ 
realistic-  in  most  cases,  caused  institu¬ 
tions  and  other  large  traders  to  seek 
means  of  circumventing  the  fixed  com¬ 
mission  structure  of  all  exchanges,  prin¬ 
cipally  through  “give-up”  *“  and  recipro¬ 
cal  **  practices. 

While  these  reciprocal  and  give-up 
practices  could  have  been  used  to  reduce 
the  costs  paid  by  the  constituents  of 
these  large  institutions;  the  mutual  fund 
shareholders:  pension  fund  members; 
and  others,  in  fact,  it  generally  was  ac¬ 
knowledged  that  the  managers  of  these 
pools  of  money,  most  directly,  managers 
of  mutual  fvmds  were  at  that  time  using 
these  redirected  fimds  for  purposes  of 
rewarding  brokerage  firms  that  sold  mu¬ 
tual  fund  .<5hares. 

Rather  than  compete  in  terms  of  real 
price,  service,  and  other  meaningful 
factors,  the  exchanges  had,  in  effect,  es¬ 
tablished  a  minimum  fixed  commission 
and  then  competed  in  methods  of  assist¬ 
ing  only  large  investors  to  circumvent 
the  fixed  minimum  commission  charges. 

The  Commission  noted  that  these  fac¬ 
tors:  Increasing  institutionalization  of 
the  markets;  maintenance  of  fixed  mini¬ 
mum  commission  rates;  and  reciprocal 
and  glve-up  practices;  all  had  contrib¬ 
uted  to  drastic  shifts  in  the  nature, 
structure,  and  fairness  of  the  markets.*' 
Accordingly,  and  because  the  Commis¬ 
sion  believed  it  “appropriate  that  all  in¬ 
terested  persons  have  an  opportunity  to 
comment  *  •  the  Commission  pub¬ 
lished  for  comment,  among  other  things, 
a  proposal  by  the  New  York  Stock  Ex¬ 
change  contemplating  such  matters  as 
volume  discounts,  access  to  the  ex¬ 
changes  for  qualified  nonmember  brokers 
and  dealers  in  securities  through  a  pro¬ 
fessional  discount  and  “a  prohibition  of 


FEDERAL  REGISTER,  VOL  38,  NO.  26— THURSDAY,  FEBRUARY  8,  1973 


3904 


RULES  AND  REGULATIONS 


procedures  by  which  institutional  in¬ 
vestors  may  recapture  a  portion  of  the 
commissions  paid  by  toem  •  •  “ 

As  a  result  of  information  obtained 
from  this  initial  inquiry,  the  Commission 
announced  the  institution  of  a  public  in¬ 
vestigation  in  May  1968.**  The  Commis¬ 
sion’s  primary  focus  was  on  the  question 
“whether  any  changes  should  be  made  in 
the  rules,  policies,  practices,  and  pro¬ 
cedures  of  registered  nationaJ  securities 
exchanges  respecting  commission  rate 
structure”  in  order  “to  assist  the  Com¬ 
mission  in  the  discharge  of  its  responsi¬ 
bility  under  section  19(b)  of  the  (^curi- 
ties)  Exchange  Act  and  other  provisions 
of  the  securities  laws.”"  Among  the 
issues  specified  by  the  Commission  at 
that  time  as  a  subject  of  the  public  hear¬ 
ings  were 

(Iv)  membership  by  financial  Institutions, 
(v)  economic  access  to  exchange  markets  by 
nonmember  broker-dealers,  (vl)  competition 
among  exchanges  and  among  exchanges  and 
other  markets,  and  (vll)  the  necessity  for 
restrictions  on  access  of  exchange  members 
to  the  third  market.^ 

In  describing  the  procedures  to  be  em¬ 
ployed  in  the  conduct  of  this  hearing," 
the  Commission  emphasized  that  “the 
public  hearing  will  be  evidentiary  in 
nature.” "  The  Commission  further 
specified  that: 

The  Commission  staff  will  Initially  adduce 
evidence  by  calling  witnesses  to  testify  and 
to  present  documentary  evidence  •  •  •.Since 
the  proceeding  Is  investigatory  rather  than 
adversary  It  does  not  present  specific  Issues 
for  determination.  Nevertheless  •  •  •  the 
Commission  solicits  the  cooperation  of  inter¬ 
ested  persons  to  come  forward  with  eviden¬ 
tiary  facts  for  Inclusion  in  the  record  of 
hearing.  •  •  •  An  opportunity  will  be  given 
to  interested  persons  to  suggest  avenues  of 
Inquiry  and.  In  the  discretion  of  the  hearing 
officer,  to  testify  on  any  matter  contained  In 
the  Order.  •  •  •  In  addition.  Interested 
persons  shall  be  entitled  to  suggest  questions 
to  be  asked  of  particular  witnesses  and.  In 
the  discretion  of  the  hearing  officer,  to  testify 
in  response  to  the  evidence  adduced.^* 

Thereafter,  the  Commission  scheduled 
various  hearings  on  the  broad  issues  enu¬ 
merated  above  to  take  the  testimony  of 
interested  persons,  including  “Iclertain 
financial  institutions  that  are  members 
of  national  securities  exchanges  •  * 
who  were  called  upon  “to  testify  to  give 
information  about  the  methods  by  which 
financial  institutions  have  gained  access 
to  exchange  markets  through  subsidiary 
or  affiliated  membership.”  “ 

Although  these  proceedings  initially 
were  concerned  solely  with  the  reason¬ 
ableness  of  fixed  commission  rates  and 
the  apparent  circumvention  of  rules 
fixing  minimum  commission  charges  by 
a  number  of  exchanges,  it  soon  became 
clear  that  the  Commission’s  focus  of  in¬ 
quiry  would  have  to  be  substantially 
broader.  'Thus,  in  October  1968,  the  Com¬ 
mission  announced  "  that 

representatives  of  various  national  securities 
exchanges,  third  market  makers.  Institutions 
and  other  Interested  persons  will  be  afforded 
an  opportunity  to  offer  relevant  economic 
and  legal  testimony  and  to  present  docu¬ 
mentary  exhibits  for  Inclusion  In  the  record 


See  footnotes  at  end  of  document. 


concerning  *  •  •  (b)  exchange  membership 
by  financial  institutions,  (c)  the  necessity 
for  restrictions  on  access  of  exchange  mem¬ 
bers  to  the  third  market,  and  (d)  competi¬ 
tion  among  exchanges  and  among  exchanges 
and  other  markets.  Among  the  germane  mat¬ 
ters  on  which  testimony  should  be  offered 
are:  The  Implications  for  the  public  and  the 
securities  industry  of  multiple  markets  ver¬ 
sus  a  single  market  In  listed  securities;  the 
desirability  of  competing  markets  providing 
different  schedules  of  member  or  non-mem¬ 
ber  commissions;  •  •  •  the  relationship  of 
the  third  market  c*''}  to  regional  exchanges; 
access  to  transaction  and  floor  Information 
by  competing  markets  and  others;  the  impact 
of  automation  on  competition  between  mar¬ 
kets  In  exchange  listed  securities,  and  reflated 
matters. 

By  December  1969,  the  Commission’s 
public  investigatory  hearing  had  amassed 
“over  5,000  pages  of  transcribed  testi¬ 
mony  •  •  •”  and  “a  significant  number 
of  exhibits  (had  been)  received.”"  in 
order  to  facilitate  the  Commission’s  in¬ 
quiry  and  the  related  policy  problems, 
the  Commission  determined  “to  invite 
the  submission  of  briefs  and  to  hear  oral 
arguments  *  *  *”  upon  eight  enumerated 
policy  questions." 

Among  the  conclusions  reached  by  the 
Commission  as  a  result  of  its  hearings  " 
was  that  give-up  practices  should  cease  " 
and  that  “fixed  [commission]  charges 
portions  of  [securities!  orders  in  excess 
of  $100,000  are  neither  necessary  nor  ap¬ 
propriate.”"  The  Commission  indicated 
subsequently,  however,  that  “[iln  light 
of  substantial  changes  in  trading  pat¬ 
terns  ♦  *  •  and  to  gain  further  experience 
w’ith  competitive  rates  *  *  •”  the  Com¬ 
mission  would  not  object  to  the  com¬ 
mencement  of  competitive  rates  on  por¬ 
tions  of  orders  above  $500,000." 

The  Commission’s  rate  structure  and 
related  hearings,  which  commenced  in 
January  1968,  continued  thiough  July 
1971."  During  that  time,  testimony  was 
received  from  87  witnesses,  the  .tran¬ 
script  of  proceedings  totaled  nearly  8,000 
pages  and  was  supplemented  by  numer¬ 
ous  written  submissions."  In  addition, 
there  were  submitted  hundreds  of  ex¬ 
hibits  or  other  documentary  evidence." 
Throughout  the  Commission’s  investiga¬ 
tory  hearings  concerning  the  rate  struc¬ 
ture  for  exchange  transactions  and  re¬ 
lated  matters,  the  Commission  stressed 
competitive  factors"  and  “the  need  for 
member  firms  to  *  •  *  service  (ade¬ 
quately  the  small  investor."  At  the  same 
time  that  the  Commission  was  conduct¬ 
ing  its  review  of  the  rate  structure  of  the 
Nation’s  stock  exchanges,  as  well  as  the 
general  operational  structure  of  those 
securities  markets,  the  Congress  author¬ 
ized  the  Commission  to  conduct  a  detailed 
“study  of  institutional  investors  and  the 
effect  of  their  transactions  on  our  secu¬ 
rities  markets  •••.”“  The  need  for  this 
study  was  explicitly  noted  by  both  con¬ 
gressional  committees  that  considered  its 
authorization.  First,  the  increase  in  the 
so-called  institutionalization  of  the 
markets  and  the  lack  of  reliable  informa¬ 
tion  were  cited: 

The  growth  of  Institutional  participation 
In  the  stock  market  has  more  than  tripled 
during  the  past  decade.  Information  pres¬ 
ently  available  indicates  that  the  total  value 


of  outstanding  stock  held  (at  the  end  of  1967) 
by  (Institutions  was)  •  •  •  approximately 
$230  billion  or  about  one-third  of  the  total 
stock  then  outstanding. 

Coupled  with  this  Increase  In  holdings 
many  Institutional  Investors  have  tended  In 
recent  years  to  engage  In  short-term  trading 
and  rapid  portfolio  turnover  •  •  •« 

Congress’  concern  over  these  recent 
trends  reflected  the  view  of  the  authors 
of  the  Securities  Exchange  Act  in  1934 
that  the  Nation’s  securities  exchanges 
were  not  and  should  not  be  transformed 
into  the  private  trading  ground  of  one 
class  of  economically  powerful  investors. 

The  growth  and  change  In  institutional 
participation  In  our  securities  markets 
should  not  be  Ignored.  •  •  •  The  Impact  of 
the  securities  transactions  of  Institutional 
Investors  has  a  significant  effect  on  our  entire 
economy.  •  •  • 

•  •  •  •  • 

It  Is  clear  that  financial  institutions  have 
an  Important  Impact  upon  the  stock  market. 
The  stock  exchanges  were  designed  to  be 
central  auction  markets  handling  a  large 
number  of  orders.  These  orders  were  each 
relatively  small  In  size  and  came  from  many 
Individual  Investors  who  bought  and  sold 
for  a  variety  of  reasons.  Institutions,  how¬ 
ever,  have  tended  to  buy  and  sell  in  large 
quantities  and  have  caused  the  number  of 
large  block  transactions  to  greatly  in¬ 
crease.  •  •  • 

These  Institutions  are  also  managed  by 
professional  money  managers  having  access 
to  the  same  Information  and  who  In  many 
instances  analyze  this  Information  In  the 
same  manner.  There  Is  thus  the  likelihood 
that  several  Institutions  wUl  make  similar 
Investment  decisions  at  or  about  the  s^^mo 
time.  Such  activities  have  thrown  consider¬ 
able  strain  upon  the  mechanism  of  the  stock 
exchanges.  The  committee  therefore,  expects 
the  Commission  to  study  the  performance  of 
the  stock  markets  under  these  conditions  and 
the  ways  and  means  by  which  the  exchanges 
as  well  as  other  securities  markets  can 
better  adjust  themselves  and  their  proce¬ 
dures  to  the  impact  of  institutional  trad¬ 
ing.” 

The  Commission’s  “Institutional  In¬ 
vestor  Study”  took  approximately  2*4 
years  to  complete.  When  the  Commission 
transmitted  its  study  to  Congress  in 
March  1971,  we  had  collected  more  de¬ 
tailed  data  on  the  composition,  nature, 
trading  patterns,  performance,  and  im¬ 
pacts  of  financial  institutions  than  had 
been  previously  available  in  composite 
or  any  other  form.  A  number  of  conclu¬ 
sions  from  this  economic  study  are  of 
immediate  relevance  here. 

As  had  been  surmised,"  institutional 
shareholdings  and  trading  had  been  on  a 
marked  upswing,"  institutions  were 
found,  over  the  short  run  (less  than  a 
month’s  time)  to  be  either  net  buyers  or 
sellers."  Accompanying  these  net  trad¬ 
ing  imbalances  were  “substantial  market 
impacts*  •  •”  that  paralled  the  institu¬ 
tional  net  imbalance — that  is,  if  institu¬ 
tions  were  net  buyers  of  securities,  prices 
tended  to  rise;  conversely,  if  institutions 
were  net  sellers,  prices  tended  to  de¬ 
cline."  In  all  instances,  the  market 
evened  out,  and  shortrun  price  impacts 
were,  on  the  whole,  eradicated,  over  a 
longer  period  of  time.”  The  Study  con¬ 
cluded  that,  contrary  to  some  suggestions 
that  had  been  made  prior  to  the  Study’s 
completion,"  institutions  were  unable  to 


FEDERAL  REGISTER,  VOL.  38,  NO.  26 — THURSDAY,  FEBRUARY  8,  1973 


RULES  AND  REGULATIONS 


3905 


trade  solely  by  themselves,  that  they  were 
dependent  upon  smaller,  noninstitutional 
Investors  to  offset  their  trading  imbal¬ 
ances  and  that  these  smaller  investors 
were  essential  to  the  marketplace  for 
purposes  of  stability  and  liquidity.” 

In  the  light  of  its  then  just  completed 
rate  structure  hearings  "  and  the  call  of 
the  “Institutional  Investor  Study’’  for 
further  study  to  determine  the  feasibility 
and  scope  of  a  central  market  system  and 
related  issues,”  the  Commission,  in  Octo¬ 
ber  1971,  commenced  a  detailed  public 
investigatory  hearing  on  the  future 
structure  of  the  securities  markets.®  The 
Commission  called  for  the  presentation 
of  detailed  written  and  oral  testimony, 
evidence,  data,  and  opinion  on  the 
following  issues,  among  others: 

(1)  The  desirability,  structure  and  means 
of  developing  a  national  system  of  securities 
exchanges  and  the  relationship  of  such  a 
system  to  other  securities  markets. 

(2)  So-called  “Institutional  membership” 
on  exchanges  Including  (1)  exchange  mem¬ 
bership  by  financial  Institutions  •  •  •;  (11) 
exchange  membership  by  affiliates  of  finan¬ 
cial  Institutions  such  as  their  Investment 
advisers,  managers,  parents,  subsidiaries  or 
other  affiliates,  who  may  utUlze  such  mem¬ 
berships  either  to  execute  fortfollo  transac¬ 
tions  for  an  Institutional  affiliate  or  In  one 
way  or  another  to  facilitate  the  recapture  of 
commissions  by  an  Institution  or  td  conduct 
a  general  sectirltles  business  as  an  exchange 
member,  or  any  comblnalton  of  the  fore¬ 
going;  (111)  exchange  membership  by  other 
organizations  whose  primary  business  may 
not  be  that  of  a  broker  or  dealer  or  their 
affiliates;  (Iv)  whether  and  the  conditions 
under  which  any  of  the  foregoing  persons 
should  be  permitted  to  engage  In  the  busi¬ 
ness  of  a  broker  or  dealer  In  securities  (aside 
from  acting  as  underwriters  for  the  shares  of 
one  or  more  Investment  companies) ; 

(3)  Restrictions  on  access  of  nonmembers 
to  exchange  markets  and  of  exchange  mem¬ 
bers  to  the  third  market; 

•  •  •  •  • 

(6)  Competition  among  exchanges  and  be¬ 
tween  exchanges  and  other  markets.** 

’The  Commission’s  hearings  on  market 
structure  lasted  2  months.”*  During  that 
time,  81  persons  presented  six  volumes  of 
written  and  3,907  pages  of  oral  testi¬ 
mony.*  The  self -regulatory  bodies,  mem¬ 
ber  Arms  of  exchanges.  Investment  ad¬ 
visers.  institutions,  third  market  firms 
and  others  were  all  afforded  and  utilized 
an  opportunity  to  set  forth  in  great  de¬ 
tail  their  reactions  to  the  broad  issues 
raised  by  the  Commission  and  to  issues 
not  raised  by  the  Commission  but  which 
they  believed  were  appropriate  for  the 
full  hearing  accorded  by  the  Commission. 
Many  of  the  persons  proffering  evidence 
had  already  been  heard  on  the  record 
during  our  rate  structure  hearings  and 
would  be  heard  again  during  our  exten¬ 
sive  hearings  on  the  specific  proposals 
contained  in  Securities  Exchange  Act 
Rule  19b-2.'" 

Prior  to  the  completion  of  the  Commis¬ 
sion’s  market  structure  hearings,  the 
Commission  transmitted  to  the  Congress 
its  Study  of  Unsafe  and  Unsoimd  Prac¬ 
tices  of  Brokers  and  Dealers,"  pursuant 
to  section  11(h)  of  the  Securities  Inves¬ 
tor  Protection  Act  of  1970.“  The  report 
“studied  the  record  and  experiences  of 
1967-1970  (described  by  the  report  (p,  1) 
as  “the  most  prolonged  and  severe  crisis 
in  the  securities  Industry  in  40  years”) 


to  define  what  went  wrong  and  to  identify 
the  conditions  and  practices  of  the  indus¬ 
try  which  permitted  things  to  get  out  of 
control.”*  The  crisis  centered  around 
the  massive  upsurge  in  brokerage  busi¬ 
ness,  the  entry  into  the  business  of  new 
firms  unequipped — by  reason  of  insuf¬ 
ficient  capital  and  training — to  cope  with 
the  exigencies  of  the  times  and  the  intri¬ 
cacies  of  the  industry,  and  the  general 
failure  of  most  firms  to  adapt  old  meth¬ 
ods  of  doing  business  to  new  circum¬ 
stances.  The  Unsafe  and  Unsound  Study 
thus  pointed  up  the  precarious  perch  of 
the  brokerage  industry,  and  the  necessity 
that  those  persons  in  the  business  be 
fully  and  sufiQciently  capitalized,  have 
professional  expertise  and  competence 
and  regard,  as  their  mandate,  the  public 
interest  and  the  public  investors  they 
serve. 

’The  report  and  its  genesis  emphasized 
the  importance  of  a  soimd,  stable  and 
comp>etent  professional  corps  of  brokers 
and  dealers  in  securities,  fully  dedicated 
to  meeting  the  needs  of  public  customers, 
and  provided  strong  support  for  the  Com¬ 
mission’s  conclusion,  conciured  in  by 
many,*  that,  while  negotiated  rates,  at 
least  on  institutional -sized  orders,  were 
appropriate,  the  achievement  of  such  a 
rate  structure  should  be  gradual  enough 
to  permit  both  a  careful  evaluation  of  the 
shortrim  impacts  and  longnm  prospects 
for  the  brokerage  industry  under  more 
fully  negotiated  commission  rates.  The 
study  also  focused  the  Commission’s  at¬ 
tention  on  the  fact  that  unregulated 
entry  into  the  securities  brokerage  in¬ 
dustry  was  an  evil  to  be  avoided  at  all 
costs.” 

In  February  1972,  the  Commission  is¬ 
sued  its  broad-ranging  “Policy  State¬ 
ment,”  reflecting  the  culmination  of  its 
studies  of  nearly  4  years.*  The  “Policy 
Statement”  outlined  the  specific  prob¬ 
lems  the  Commission  had  observed  in  the 
functioning  of  the  securities  industry,  in¬ 
cluding:  The  growing  “institution^iza- 
tion”  of  the  securities  markets;  disper¬ 
sion  of  trading  resulting  in  an  erosion  of 
the  public’s  ability  to  know  whether  best 
execution  of  orders  has  been  obtained 
and  impairment  of  the  potential  depth 
and  liquidity  of  the  marketplace;  prolif¬ 
eration  of  reciprocal  practices;  and  in¬ 
creased  trading  in  listed  securities  not 
disclosed  to  the  public.* 

The  Commission’s  "Policy  Statement” 
committed  us  to  a  program  of  upgrading 
competition  in  the  securities  industry — 
a  program  we  reaffirm  today — consonant 
with  our  regulatory  responsibilities.  We 
enunciated  our  views  on  the  most  appro¬ 
priate  method  of  doing  this — Increasing 
that  portion  of  institutional-sized  orders 
upon  which  commission  rates  could  and 
should  be  negotiated ;  *  upgrading  com¬ 
petition  in  the  realm  of  the  quality  of 
service  to  Investors;  “  and  the  creation 
of  a  “single  central  market  system  for 
listed  securities.”  *  Finally,  the  Commis¬ 
sion  rejected  the  concept  that  exchange 
membership  should  be  arbitrarily  limited 
or  used  for  purely  personal,  nonpublic 
purposes."  In  addition  to  reaffirming  the 
Congressional  goal  that  exchange  mem¬ 
bership  be  used  for  public  purposes,  the 
Commission  also  called  for  the  elimina¬ 
tion  of  the  so-called  "parent  test”  " — the 


means  by  which  exchanges  had  precluded 
institutional  affiliates  from  gaining  di¬ 
rect  access  to  the  exchange  marketplace. 
We  stated: 

“With  respect  to  the  •  •  •  situation — 
where  an  institution  establishes  or  acquires 
a  broker-dealer  doing  business  for  the  gen¬ 
eral  public — we  perceive  no  reason  either  of 
law  or  policy  why  this  should  not  be  per¬ 
mitted.  The  establishment  of  such  a  sub¬ 
sidiary  doing  a  brokerage  business  for  the 
public  provides  a  useful  source  of  permanent 
capital  for  the  securities  Industry.  This  nec¬ 
essarily  Implies  elimination  of  the  so-called 
‘parent  test’.” 

In  announcing  our  intention  to  seek 
the  removal  of  barriers  to  access  to  the 
nation’s  exchanges,  we  reaffirmed  the 
basic  concept  embodied  in  the  Securities 
Exchange  Act  and  its  legislative  his¬ 
tory  — that  the  securities  exchanges  of 
this  country  are  public  institutions,  not 
to  be  used  for  pmely  personal  or  selfish 
goals.  Thus,  we  indicated  our  belief  that 
exchange  membership  carries  with  it  an 
obligation  to  compete  for  the  public’s 
business,  and  annoimced  our  intention  to 
request  all  exchanges  to  adopt  such  a 
philosophy.™  The  Commission  indicated 
that  its  conclusions  respecting  institu¬ 
tional  membership  were  vital  to  the  de¬ 
velopment  of  a  central  market  system: 

It  l£  the  Commission’s  firm  view  that,  as  a 
central  market  system  develops,  it  should 
have  at  its  heart  a  corps  of  professional 
brokers  and  market  makers  serving  inves¬ 
tors.” 

The  Commission  recognized  the  inter¬ 
play  between  fixed  commission  rates  and 
pressures  for  institutional  membership 
on  exchanges,  but  concluded,  as  it 
had  after  the  “Institutional  Investor 
Study,” that: 

“(TJhe  problem  of  using  exchange  facili¬ 
ties  for  private  purposes  is  broader  in  scc^e 
than  the  rate  question.  For  we  believe  that 
membership  In  the  market  system  should  be 
confined  to  firms  whose  primary  purpose  is 
to  serve  the  public  as  brokers  or  market 
makers.  Stock  exchanges  are  affected  with 
an  overriding  national  Interest  which  de¬ 
mands  that  they  act  to  maintain  and  Improve 
the  public’s  confidence  that  the  exchange 
markets  are  operated  fairly  and  openly.  ’The 
public  should  have  the  assurance  that  a 
member  of  an  exchange  is  dedicated  to  serv¬ 
ing  the  public,  and  membership  by  institu¬ 
tions  not  predominantly  serving  non-afflll- 
ated  customers  should  not  be  permitted  to 
cloud  this  objective.”  “* 

We  followed  our  “Policy  Statement” 
with  specific  requests  to  each  registered 
exchange  to  “prepare  rules  or  modifica¬ 
tions  to  existing  rules”  which  would  elim¬ 
inate  any  parent  test  and  prohibit  the 
utilization  of  exchange  memberships  for 
private  purposes."*  The  exchanges  also 
were  asked  to  comment  on  various  as¬ 
pects  of  the  Commission’s  “Policy  State¬ 
ment”  and  to  furnish  us  with  various 
views,  data  and  opinions."*  After  consid¬ 
ering  the  responses  of  the  exchanges  to 
our  Initial  inquiries  and  determining  to 
draft  a  version  of  the  rule  we  believed 
the  exchanges  should  adopt,  we  again 
wrote  to  the  exchanges,  requesting  any 
and  all  data,  views  and  drafts  they 
wished  us  to  consider  in  framing  a 
rule.*"  Similarly,  we  requested  the  ex¬ 
changes  to  furnish  us  with  detailed  sta- 
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tistical  data  concerning  institutionally 
affiliated  exchange  members/** 

At  the  same  time  we  were  engaged  in 
our  market  structure  hearings,  subcom¬ 
mittees  of  botii  houses  of  Congress  were 
conducting  a  detailed  investigation  into 
the  performance  status,  structure  and  fu¬ 
ture  of  the  securities  markets/**  These 
studies  focused  on  a  number  of  the  same 
issues  that  had  been  and  that  then  were 
being  considered  by  the  Commission,  and 
both  subcommittees  foimd  it  useful  to 
rely  upon  and  consider  testimony  and 
documents  furnished  to  the  Commission 
in  the  course  of  our  hearings, “*’  as  well 
as  statements  and  conclusions  reached 
by  the  Commission  as  a  result  of  its  thor¬ 
ough  investigation^  During  the  course 
of  these  Congressional  hearings,  the 
Commission  was  asked  to  testify  before 
the  Senate  Subcommittee  on  Seciulties 
concerning  two  bills  that  had  conflicting 
approaches  to  the  question  of  institu¬ 
tional  membership/**  The  Commission 
prepared  a  detailed  and  lengthy  state¬ 
ment,  setting  forth  the  bases  for  its  prior 
conclusions  regarding  the  utilization  of 
exchange  memberships  for  other  than 
public  purposes,  and  this  statement  re¬ 
flects  our  views  today.*** 

As  a  result  of  these  congressional 
hearings,  both  subcommittees  concurred 
In  the  Commission’s  general  view  that 
exchanges  were  public  institutions,  not 
designed  to  be  utilized  for  other  than 
public  purposes.  The  one  subcommittee 
which  has  Issued  its  flnal  report  sug¬ 
gested  an  absolute  prohibition  on  the 
combination  of  brokerage  and  money 
management  functions  for  an  affiliated 
customer.***  Legislation  to  this  effect  al¬ 
ready  has  been  introduced  in  the 
Senate/** 

After  considering  the  record  of  our 
extensive  hearings,  those  hearings  con¬ 
ducted  by  Congress,  and  the  various  re¬ 
plies  and  comments  of  the  exchanges,  on 
May  26, 1972,  we  requested  each  national 
securities  exchange  to  adopt  the  sub¬ 
stance  of  a  proposed  rule  dealing  with 
the  appropriate  utilization  of  exchange 
memterships  by  July  31, 1972.***  We  con¬ 
ducted  Informal  discussions  with  the 
exchanges  concerning  our  rule  proposal, 
which  differed  in  some  respects  from  the 
rule  we  subsequently  put  out  for  public 
comment  ”*  and  the  rule  we  adopt 
today.*** 

On  August  3, 1972,  after  it  had  become 
apparent  that  most  Of  the  exchanges  had 
not  adopted  the  rule  suggested  by  the 
Commission,  we  published  proposed  Se¬ 
curities  Exchange  Act  Rule  19b-2  for 
public  comment,  pursuant  to  sections  23 
(a),  2,  6,  11,  17,  and  19  of  the  Securities 
Exchange  Act,  to  determine  whether  a 
rule  governing  the  utilization  of  ex¬ 
change  membership  for  other  than 
public  purposes  should  be  adopted.***  In 
light  of  the  importance  of  the  issue,  re¬ 
quests  for  comments  were  directed  not 
only  to  the  exchanges  but  to  all  mem¬ 
bers  of  the  exchanges,  financial  institu¬ 
tions  and  any  and  all  other  interested 
persons.***  Hie  Commission  noted  that 

Piersons  conunenting  may  feel  free  to 

See  footnotes  at  end  of  document. 


submit  any  relevant  data  or  other  in¬ 
formation  relating  to  these  issues,  and 
reference  may  be  made,  where  appro¬ 
priate,  to  prior  hearings,  policy  state¬ 
ments  or  testimony.”  ***  In  its  release,  the 
Commission  also  posed  six  policy  issues 
for  comment.***  After  initial  comments 
were  received,  we  invited  interested  per¬ 
sons  to  submit  supplemental  comments, 
responding  to  any  views  or  data  already 
submitted,  and  analyzing  competitive 
considerations  of  the  rule.***  Pinadly,  the 
Conunission  conducted  a  week  of  oral 
presentations  to  consider  further  the 
views  that  had  already  been  expressed. 
Persons  making  oral  statements  also 
were  questioned  by  the  Commission  and 
its  staff,  and  some  were  asked  to  supply 
data  concerning  their  views.*** 

The  foregoing  recitation  of  the  history 
of  hearings,  studies,  proceedings,  and 
legislative  inquiries  satisfies  us  that  the 
question  of  exchange  membership  has 
^en  exhaustively  considered  for  at  least 
4  years.  We  doubt  whether  any  topic, 
and  all  of  its  concomitant  ramifications, 
has  been  studied  as  intensively  as  this 
one,  by  so  many  different  governmental 
bodies  and  individuals.  In  reaching  our 
conclusions  concerning  any  given  issue, 
we  rely  not  only  upon  formal  testimony, 
but  upon  years  of  expertise  accumulated 
by  the  Commission  and  its  able  staff.  We 
have  viewed  the  questicm  of  exchange 
membership  in  its  broadest  perspective — 
commission  rates,  the  changing  nature 
of  oiu*  exchange  markets,  the  necessity 
for  a  strong  brokerage  industry,  and  the 
desire  and  importance  of  maintaining  in¬ 
vestor  confidence  that  our  markets  are 
open,  honest,  and  fair.  We  are  satisfied 
that  the  background  we  have  briefly 
traced  in  the  preceding  pages  of  this  re¬ 
lease  furnishes  us  with  a  soimd  basis 
upon  which  to  draw  oiu*  conclusions. 

We  turn  now  to  the  Securities  Ex¬ 
change  Act,  the  regulatory  objectives  it 
was  designed  to  meet,  and  the  ample 
statutory  and  historical  bases  upon 
which  we  have  predicted  oim  conclu¬ 
sions. 

rv.  Regulatory  Objectives  of  the  Se¬ 
curities  Exchange  Act  of  1934.**®  The  Se¬ 
curities  Exchange  Act,  like  the  Securities 
Act  of  1933,  was  an  outgrowth  of  and  a 
response  to  the  stock  market  crash  of 
1929  and  the  ensuing  depression.***  Both 
acts  were  designed  to  provide  broad  in¬ 
vestor  protection.  Unl^e  the  Securities 
Act,  however,  which  was  designed  to  in¬ 
sure  that  investors  are  given  full  and 
accurate  disclosure  concerning  securi¬ 
ties  they  are  asked  to  purchase  but  con¬ 
fers  no  authority  upon  this  Commission 
to  pass  judgment  concerning  the  invest¬ 
ment  quality  of  securities,  the  Securities 
Exchange  Act  was  intended  to  be  and  is 
a  broader  statute,  conferring  upon  us 
affirmative  and  broad  regulatory  pow¬ 
ers  over  the  Nation’s  securities  ex¬ 
changes,  their  members,  the  securities 
traded  on  those  exchanges,  the  brokers 
and  dealers  operating  in  the  over-the- 
counter  markets,  all  other  seciulties 
traded  in  interstate  commerce,  and  com¬ 
munications  respecting  such  securities. 

Prior  to  the  stock  market  crash  of 


1929,  some  Members  of  Congress  recog¬ 
nized  that  Federal  regulation  of  securi¬ 
ties  trading  was  necessary.*  Early  at¬ 
tempts  at  Federal  regulation,  however, 
were,  for  the  most  part,  aimed  at  elimi¬ 
nating  particular  abuses.*28  The  Securi¬ 
ties  Exchange  Act,  however,  was  a  com¬ 
prehensive  scheme  “to  provide  for  the 
regulation  of  securities  exchanges  and  of 
over-the-counter  markets  operating  in 
Interstate  and  foreign  commerce  and 
through  the  mails,  to  prevent  inequitable 
and  unfair  practices  on  such  exchanges 
and  markets,  and  for  other  pur¬ 
poses.”  *2®  Rather  than  aiming  at  speci¬ 
fied  abuses,  as  earlier  unsuccessful  leg¬ 
islation  had  done,  the  Act  painted  with 
a  broad  brush  and  established  this 
agency  *20  to  cawy  out  the  broad  respon¬ 
sibilities  it  created. 

In  this  section,  we  trace  some  of  the 
congressional  concerns  leading  up  to  and 
inspiring  the  adoption  of  the  Securities 
Exchange  Act  in  1934. 

A.  Precludes  to  Federal  Stock 
Exchange  Regulation 

In  1931,  the  Senate  authorized  its 
Committee  on  Banking  and  Currency 
to  investigate  stock  exchange  practices 
with  respect  to  the  purchase  and  sale 
and  the  borrowing  and  lending  of  securi¬ 
ties  listed  on  stock  exchanges,  and  to 
report  to  the  Senate  the  results  of  that 
investigation,  along  with  recommenda¬ 
tions  for  any  necessary  remedial  legisla¬ 
tion.*** 

Among  the  abuses  studied  by  this  Sen¬ 
ate  Committee  were  the  various  techni¬ 
ques  of  market  price  manipulation — 
pools,  short  selling,  options,  matched  or¬ 
ders — which,  for  the  most  part,  were 
effected  by  or  with  the  assistance  of 
members  of  the  exchanges.***  Of  these 
manipulative  devices,  stock  exchange 
members  were  active  in  off-fioor  pool 
arrangements.  A  pool,  as  defined  in  the 
Senate  Banking  and  Currency  Commit¬ 
tee  Report,  was  an  agreement  among 
several  people  to  actively  trade  in  a  se¬ 
curity,  for  the  purpose  of  driving  up  its 
market  price  and  thereby  enabling  the 
pool  members  to  dispose  of  their  hold¬ 
ings,  at  a  profit,  to  public  investors  who 
may  have  been  attracted  by  the  activity 
or  by  information  disseminated  about 
the  stock.***  Although  some  pools  had 
been  operated  by  persons  who  did  not 
hold  membership  in  any  exchange,  many 
exchange  members  were  active  and 
knowing  participants  in  these  pools  and 
their  participation  was  found  “to  entail 
a  violation  of  that  elementary  fiduciary 
relation  which  (a  broker)  bears  to  his 
customers.”  ***  Thus,  the  Senate  Com¬ 
mittee  stated  in  its  report  that: 

Both  (a  broker's)  personal  Interest  and 
his  obligation  to  the  other  participants .( In 
the  pool)  inevitably  clash  with  the  duty  of 
unswerving  loyalty  and  ungrudging  dis¬ 
closure  which  he  owes  to  his  customers.  How. 
ever  honest  his  intentions,  an  interest  In  a 
pool  prompts  him  to  encourage  his  customers 
to  purchase  the  securities  which  are  the 
subject  of  pool  operations.  It  Is  difficult  to 
perceive  how  he  could  act  distinterestedly 
In  the  best  Interests  of  a  customer  if  such 
action  would  be  Inimlcable  to  the  welfare 
of  the  pool.  The  conclusion  Is  Inescapable 
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that  members  of  the  organized  exchanges 
who  participated  In  or  managed  pools,  while 
simultaneously  acting  as  brokers  for  the  gen¬ 
eral  public,  were  representing  Irreconcilable 
Interests  and  attempting  to  discharge  con¬ 
flicting  functions.’” 

Members  of  exchanges  who  were  spe¬ 
cialists  in  certain  securities  were  also 
found  to  have  materially  aided  and 
abetted  pool  operators  by  using  their  in¬ 
formation  regarding  the  state  of  the 
market  in  a  security  to  exercise  dis¬ 
cretionary  orders,  given  to  them  by  pool 
operators,  in  a  manner  calculated  to 
manipulate  the  price  of  the  stock  in 
furtherance  of  the  objectives  of  the 
pool.*** 

The  report  submitted  by  the  Senate 
committee  which  summarized  the  re¬ 
sults  of  its  investigation’”  recognized 
that  the  exchanges  had,  on  several  oc¬ 
casions,  attempted  by  rules  to  remedy 
some  of  the  abuses  which  the  Senate 
committee  had  found  to  be  prevalent  on 
the  exchanges.’**  This  congressional 
committee  also  found,  however,  that  for 
various  reasons,  these  attempts  had  been 
for  the  most  part  ineffective  and  were 
destined  to  remain  ineffective  in  the  ab¬ 
sence  of  broad  and  pervasive  regulation 
by  the  Federal  Government.  In  conclud¬ 
ing  that  Federal  regulation  of  stock  ex¬ 
changes  was  both  necessary  and  desir¬ 
able,  the  Senate  committee  observed: 

For  many  years  stock  exchanges  resisted 
proposals  for  their  regulation  by  any  govern¬ 
mental  authority  on  the  ground  that  they 
were  capable  of  regulating  themselves  suffi¬ 
ciently  to  afford  protection  to  Investors.  From 
time  to  time,  and  especially  during  periods 
of  popular  agitation  or  when  legislative  ac¬ 
tion  was  threatened,  the  exchanges  have 
taken  steps  to  raise  the  standards  for  the 
conduct  of  business  by  their  members.  Such 
steps,  however,  far  from  precluding  the  ne¬ 
cessity  for  legislative  action,  emphasized  its 
need. 

The  view  that  internal  regulation  obviated 
the  need  for  governmental  control  was  un¬ 
sound  for  several  reasons.  In  the  first  place, 
however  zealously  exchange  authorities  may 
have  supervised  the  business  conduct  of  their 
members,  the  interests  of  exchanges  and 
their  members  frequently  conflicted  with  the 
public  Interest.  Thus,  It  was  amply  demon¬ 
strated  before  the  subcommittee  that  some 
of  the  methods  employed  by  stock-exchange 
members  to  stimulate  active  trading  were 
technically  in  conformity  with  stock-ex¬ 
change  rules  and  yet  worked  Incalculable 
harm  to  the  public.  Secondly,  the  securities 
exchanges  have  broadened  the  scope  of  their 
activities  to  the  point  where  they  are  no 
longer  Isolated  institutions  but  have  become 
so  important  an  element  in  the  credit  struc¬ 
ture  that  their  regulation,  to  be  effective, 
must  be  integrated  with  the  protection  of 
our  entire  financial  system.  Third,  the  con¬ 
trol  exercised  by  stock-exchange  authorities 
was  admittedly  limited  to  their  own  mem¬ 
bers,  and  they  were  unable  to  cope  with 
many  practices  of  nonmembers,  which  they 
deplored  but  could  not  prevent.  Fourth,  the 
attitude  of  exchange  authorities  toward  the 
nature  and  scope  of  the  regulation  required 
was  sharply  at  variance  with  the  modern 
conception  of  the  extent  to  which  the  public 
welfare  must  be  guarded  in  financial  matters. 

During  the  speculative  orgy  of  1928  and 
1929,  stock-exchange  authorities  made  no 
substantial  effort  to  curb  activities  on  their 
exchanges.  On  the  contrary,  they  conceived 
It  as  no  part  of  their  function  to  discourage 
excessive  speculation  or  to  warn  the  public 
that  security  values  were  unduly  Inflated.’* 


President  Franklin  D.  Roosevelt  also 
had  recognized  the  need  for  Federal 
regulation  of  stock  exchanges.  In  the 
spring  of  1933,  he  directed  Secretary  of 
Commerce  Daniel  C.  Roper  to  form  a 
committee  to  study  methods  of  regulating 
the  Nation’s  stock  exchanges. 

The  Roper  Committee’s  report,  which 
was  transmitted  to  the  President  on 
January  23.  1934,  recounted  some  of  the 
evils  that  the  Senate  investigation  had 
shown  to  have  existed  in  connection  with 
the  trading  of  securities  on  the  Nation’s 
securities  exchanges.  The  Roper  Commit¬ 
tee  concluded  that  there  was  a  strong 
need  for  Federal  regulation  and  de¬ 
scribed  the  mechanism  that  would,  in  its 
opinion,  be  most  effective  in  providing 
this  Federal  regulation,  a  mechanism, 
not  surprisingly,  that  would  be  vested 
with  broad  discretion  and  flexibility  to 
meet  both  recurrent  and  novel  regu¬ 
latory  problems: 

*  •  *  Your  committee  believes  that  the 
most  practical  solution  from  a  long-range 
viewpoint,  assuming  such  legislation  to  be  de¬ 
sirable,  Is  to  enact  a  measure  which  wUl  pro¬ 
vide  a  system  embodying  the  minimum  of 
specific  regulatory  provisions  In  the  statute 
itself  and  the  maximum  of  discretionary 
powers  of  regulation  in  an  administrative 
agency. 

Tour  committee  believes  that  at  this  time 
a  mechanism  ought  to  be  set  up  which  is — 

(a)  Capable  of  collecting  necessary 
Information; 

(b)  Capable  of  being  used  to  carry  out 
a  policy  as  it  shall  be  developed;  and 

(c)  Flexible  enough  to  permit  meeting  of 
situations,  both  specific  and  general,  as 
they  shall  have  been  fuUy  disclosed  and 
developed. 

This  conclusion  is  based  on  the  fact  that 
whUe  it  is  possible  to  outline  legislation  de¬ 
vised  to  correct  known  wrongs.  It  wUl  be  of 
little  value  tomorrow  if  it  is  not  flexible 
enough  to  meet  new  conditions  Immediately 
as  they  arise  and  demand  attention  In  the 
public  interest.  Stock  exchanges  raise  es¬ 
sentially  new  problems  in  Federal  regulation. 
They  do  not  present  a  static  situation  sus¬ 
ceptible  to  fixed  standards.  On  the  con¬ 
trary,  It  Is  a  highly  dynamic,  ever-changing 
picture,  subject  to  untold  and  unknown  pos¬ 
sibilities  and  combinations  that  are  t^ay 
unpredictable.  The  thing  to  be  avoided  is  the 
placing  of  this  complex  and  important 
mechanism  in  a  straltjacket. 

•  •  •  «  • 

While  it  is  possible  to  fix  by  law  certain 
basic  standards  as  a  guide  to  conduct  in  the 
matter  of  regulation  of  exchanges,  these  must 
be  limited  to  minimum  requirements.  The 
point  specifically  is  that  while  certain  pro¬ 
visions  might  be  included  In  any  regulations, 
such  provisions  should  not  be  the  only  power 
of  correction  left  open  to  an  administrative 
agency,  but  it  should  have  broad  discretion 
to  operate  directly  on  various  abuses  as  the 
future  may  prove  them  to  exist.  It  Is  not 
proposed  that  the  Government  so  dominate 
exchanges  as  to  deprive  these  organizations 
of  initiative  and  responsibility,  but  it  is 
proposed  to  provide  authority  to  move 
quickly  and  to  the  point  when  the  necessity 
arises.”® 

’The  Roper  Committee  advocated  the 
establishment  of  a  separate  administra¬ 
tive  agency  to  carry  out  the  broad  regu¬ 
latory  functions  to  be  designated  as  the 
“Federal  Stock  Exchange  Authority,’’ 
which  would  also  adminster  the  Securi¬ 
ties  Act  of  1933.’”  The  Roper  Commit¬ 
tee  suggested,  as  a  primary  regulatory  de¬ 
vice,  that  stock  exchanges  be  prohibited 


from  utilizing  the  means  and  instrumen¬ 
talities  of  Interstate  commerce  unless 
licensed  by  such  an  agency.  The  Commit¬ 
tee  contemplated  that  the  exchanges 
would  be  held  accountable  for  the  activi¬ 
ties  of  their  members  and,  in  the  event 
that  an  exchange  should  fail  adequately 
to  discipline  members  who  had  been 
found  to  have  violated  the  rules  and 
regulations  required  by  the  license,  the 
administrative  agency  would  have  the 
authority  to  suspend  or  revoke  the  li¬ 
cense  of  the  exchange  or,  alternatively, 
to  require  the  licensing  of  the  individual 
brokers  trading  on  the  exchange.  In 
the  latter  case,  the  agency  could  refuse 
to  license  particular  brokers  who  had  vio¬ 
lated  the  rules  and  regulations  and  whom 
the  exchange  had  failed  to  discipline.”* 

The  Roper  Committee  emphasized 
that,  in  order  to  implement  effectively 
its  recommendations  with  respect  to 
licensing,  the  administrative  agency 
must  “•  *  *  be  authorized  by  the  statute 
to  develop  and  establish  by  its  rules  and 
regulations  standards  for  all  exchanges, 
their  members,  and  seciurity  listers, 
which  shall  surpass  those  now  required 
by  any  exchange  in  order  to  protect 
those  using  the  facilities  of  exchanges 
from  improper  practices  which  have  been 
revealed  or  which  may,  at  a  later  date, 
be  foxmd  detrimental  by  the  Government 
administrative  authorities.’’  ’** 

Seventeen  days  after  receiving  the 
Roper  report,  the  President  sent  a  mes¬ 
sage  to  Congress  requesting  legislation 
for  the  regulation  of  stock  exchanges.  He 
stated: 

There  remains  the  fact  *  •  •  that  outside 
the  field  of  legitimate  investment  naked 
speculation  has  been  made  far  too  alluring 
and  far  too  easy  for  those  who  could  and 
those  who  could  not  afford  to  gamble. 

Such  speculation  has  run  the  scale  from 
the  individual  who  has  risked  his  pay  en¬ 
velope  or  his  meager  savings  on  a  margin 
transaction  involving  stocks  with  whose  true 
value  he  was  wholly  unfamiliar,  to  the  pool 
of  individuals  or  corporations  with  large  re¬ 
sources,  often  not  their  own,  which  sought 
by  manipulation  to  raise  or  depress  market 
quotations  far  out  of  line  with  reason,  all  of 
this  resulting  in  loss  to  the  average  investor, 
who  is  of  necessity  personally  uninformed.’” 

On  March  26,  1934,  the  President  sent 
duplicate  letters  to  Dimcan  U.  Fletcher, 
the  Chairman  of  the  Senate  Committee 
on  Banking  and  Currency,  and  to  Sam 
Rayburn,  then  Chairman  of  the  House 
Committee  on  Interstate  and  Foreign 
Commerce.  The  President  stated: 

I  have  been  definitely  committed  to  def¬ 
inite  regulation  of  exchanges  which  deal  in 
securities  and  commodities.  In  my  message 
I  stated;  "It  should  be  our  national  policy 
to  restrict,  as  far  as  possible,  the  use  of  these 
exchanges  for  purely  speculative  operations.” 
I  am  certain  that  the  country  as  a  whole  will 
not  be  satisfied  with  legislation  unless  such 
legislation  has  teeth  in  it.  Two  principal  ob¬ 
jectives  are,  as  I  see  it — 

*  •  •  •  • 

Second,  that  the  Government  be  given 
such  definite  powers  of  supervision  over  ex¬ 
changes  that  the  Government  itself  will  be 
able  to  correct  abuses  which  may  arise  in 
the  future.’” 

B.  The  Securities  Exchange  Act  of  1934 

Shortly  after  the  President’s  message, 
comprehensive  bills  to  regulate  our  se- 
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curities  markets — ^tbe  immediate  fore¬ 
runners  of  the  Securities  Exchange  Act — 
were  introduced  in  both  houses  of  C(xi- 
gress.'**  Some  of  the  objectives  sought  to 
be  achieved  by  these  bills  were  sum¬ 
marized  by  Senator  Fletcher  when  he  in¬ 
troduced  S.  2693: 

The  bill  Just  Introduced  for  the  regulation 
of  securities  exchanges  Is  one  of  the  series 
of  steps  taken  and  to  be  taken  for  the  pur¬ 
pose  of  bringing  safety  to  the  general  public 
in  the  field  of  investment  and  finance.  The 
present  step  is  made  necessary  by  the  mis¬ 
fortunes  of  great  numbers  of  our  pec^le  who 
have  lost  part,  or  all.  of  their  savings  through 
unregulated  stock  exchanges.  Still  more,  this 
bill  has  been  made  necessary  by  the  needs  of 
the  entire  American  public  that  the  <^ra- 
tlon  of  the  securities  exchanges  shall  never 
again  Intensity  a  business  depression,  or  help 
precipitate  a  business  depression  •  •  •. 

It  is  in  the  light  of  the  Interests  of  the 
general  public  that  the  bUl  was  drawn.  There 
was  no  desire  to  hurt  the  few  himdred  men 
who  have  been  obtaining,  year  after  year, 
princely  incomes  out  of  the  pockets  of  the 
American  people  through  the  operation  of 
exchanges  not  subject  to  Government  regu¬ 
lation.  But  while  thMw  was  no  desire  to  hurt 
these  few  men,  the  bill  was  drafted  on  the 
theory  that  the  Interests  of  the  general  pub¬ 
lic  are  paramoimt  and  that  an  end  must  be 
put  to  any  mulcting  of  the  general  public 
for  the  benefit  of  a  few  Insiders.  The  con¬ 
sequence  of  this  legislation  is  likely  to  be 
that  the  insider  who  has  relied  upon  his 
ability  to  take  advantage  of  the  unprivileged 
outsider  will  suffer;  but  this  is  unavoidable 
if  the  American  people  as  a  whole  are  to  be 
protected  from  such  persons. 

Although  the  bill  does  not  prohibit  all 
speculative  activities  on  stock  exchanges,  its 
purpose  is  to  make  stock  exchanges  market 
places  for  Investors  and  not  places  of  resort 
for  those  who  would  speculate  or  gamble. 

The  purpose  of  the  bill  is  to  insure  to  the 
public  that  the  securities  exchanges  will  be 
fair  and  open  markets.  Tlie  bill  seeks  to  pro¬ 
tect  the  American  people  by  requiring  bro¬ 
kers  on  these  exchanges,  members  of  these 
exchanges,  to  be  wholly  disinterested  in  per¬ 
forming  their  services  for  their  clients  and 
for  the  American  people  trading  on  the  ex¬ 
changes. 

Manipulators  who  have  in  the  past  had  a 
comparatively  free  hand  to  befuddle  and  fool 
the  public  and  to  extract  from  the  public 
millions  of  dcdlars  through  stock  exchange 
operations  are  to  be  curbed  and  deprived  of 
the  opportunity  to  grow  fat  on  the  savings 
of  the  average  man  and  woman  of  America. 
Under  this  bill  the  securities  exchanges  will 
not  only  have  the  appearance  of  an  open 
market  place  for  Investors  but  will  be  truly 
open  to  them,  free  from  the  hectic  opera¬ 
tions  and  dangerous  practices  which  in  the 
past  have  enabled  a  handful  of  men  to  op¬ 
erate  with  stacked  cards  against  the  general 
body  of  the  outside  investors."^ 

As  described  above,  a  major  objective 
underlying  these  concerted  efforts  to 
attain  Federal  regulation  of  stock  ex- 
clianges  was  to  restore  in  small  Inves¬ 
tors  the  confidence  that  they  would  re¬ 
ceive  fair  treatment  when  they  partici¬ 
pated  in  our  capital  market  system.  In 
this  regard.  Chairman  Rayburn  noted 
that  a  strong  bill  for  the  regulation  of 
stock  exchanges  was  necessary  “in  order 
to  reestablish  the  faith  and  confidence  of 
the  people  so  that  they  will  again  in  the 
future,  if  they  forget  their  unhappy  ex¬ 
perience  of  the  past,  use  these  exchanges 
as  a  place  of  barter  and  trade  for 
securities.”  *“ 

See  footnotes  at  end  of  document. 


James  M.  Landis,  a  Commissioner  of 
the  FMeral  Trade  Commission  adminis¬ 
tering  the  Securities  Act  of  1933,  a  mem¬ 
ber  of  the  Rf^ier  committee,  and  one  of 
the  draftsmen  of  the  bills  that  eventu¬ 
ally  gave  rise  to  the  Securities  Exchange 
Act,  discussed  two  of  the  regulatory 
goals  of  the  propKised  legislation. 

One  is  flexibility  of  administration.  The 
problem  is  very  complex,  very  delicate,  very 
technical.  Moreover,  our  knowledge  about 
many  of  these  things  is  quite  Inadequate. 
So,  the  flexibility  and  the  opportunity  to 
move  rapidly,  to  experiment,  as  the  exchange 
itself  experiments,  in  pushing  through  a 
regiilation  or  trying  something  for  a  time,  to 
see  what  its  effects  are,  is  imperative  in  leg¬ 
islation  of  this  tjrpe. 

The  second  thing,  and  I  think  that  every 
one  is  agreed  about  this,  is  that  that  being 
so,  what  is  needed  is  to  Intrust  the  admin¬ 
istration  of  an  act  of  this  type  to  the  best 
possible  administrative  agencsy  that  can  be 
conceived  for  that  purpose.*** 

The  bills  for  Federal  regulation  of 
stock  exchanges,  as  initially  introduced, 
incorporated  the  suggestion  of  the  Roper 
committee  that  an  administrative 
agCTicy  with  broad  powers  be  given  the 
task  of  regulating  the  securities  mar¬ 
kets.  But,  as  Commissioner  Landis  ob¬ 
served,  the  designated  agency  was  to  be 
given  even  broader  powers  under  these 
legislative  proposals  than  the  Roper 
committee  had  contemplated  in  order  ef¬ 
fectively  to  oversee  exchange  activities: 

One  feature  of  the  Roper  report  that  runs 
all  the  way  through  it,  which  should  be  kept 
in  mind,  in  differentiating  between  that  re¬ 
port  and  the  bill,  is  that  the  [Roper]  re¬ 
port  avowedly  calls  for  more  reliance  upon 
the  governing  committees  of  the  exchange 
than  the  bill  does.  The  report  is  built  upon 
the  theory  of  trying  to  get  as  much  self-reg- 
ulatimi  as  is  possible  out  of  the  exchanges, 
permitting  the  administrative  authorities  to 
come  in  on  occasions  when  that  self-regula¬ 
tion  falls. 

The  bill,  on  the  other  hand,  permits  this 
intervention  with  greater  ease.*** 

During  the  course  of  the  congressional 
hearings,  certain  changes  were  made  in 
the  initial  legislative  proposals,  in  re¬ 
sponse  to  various  criticisms  that  had  been 
expressed  concerning  specific  provisions 
of  the  proposed  legislation If  anything, 
these  changes  tended  to  expand  the  pro¬ 
posed  administrative  agency’s  broad 
powers.  Thus,  for  example,  one  of  the 
changes  made  concerned  the  segregation 
of  the  broker  and  dealer  functions.  Rec¬ 
ognizing  the  conflict  of  interest  inher¬ 
ent  in  those  situations  where  a  broker 
may  occupy  the  dual  position  of  agent 
and  principal  in  a  single  transaction, 
the  original  bills  proposing  regulation  of 
the  exchanges  required  that  members  of 
the  Nation’s  securities  exchanges  serve 
only  the  public  by  operating  solely  in 
the  capacity  of  brokers.^*  As  Thomas  G. 
Corcoran,  one  of  the  draftsmen  of  this 
legislation,  explained: 

This  bUl  says  that  an  individual  cannot 
be  (m  the  exchange  floor,  cannot  even  be  a 
member  of  an  exchange  unless  he  Is  acting 
as  a  broker  for  the  public. 

The  only  Interest  the  public  has  in  a  stock 
exchange  is  that  it  should  be  a  place  where 
the  outside  public  can  buy  and  sell  its  stocks. 
There  is  no  public  Interest  to  be  served  by 
giving  an  inside  seat  to  a  small  group  of 
men  who  are  trading  for  their  own  account.*** 


The  legislation,  as  enacted,  did  not 
embody  this  rigid  method  of  segregation. 
Instead,  the  administrative  authority  was 
granted  broad  power  to  promulgate 
rules  designed  to  prevent  abuses  and  to 
maintain  a  “fair  •  *  •  market,”  without 
being  required  to  prohibit  legitimate 
principal  transactions  which  the  agency 
found  could  contribute  to  the  continuity, 
liquidity  and  fairness  of  the  market- 
place.’“  The  reasons  for  adopting  this 
more  moderate  approach  were  explained 
by  Representative  Lea: 

When  we  come  to  the  question  of  the 
broker  and  the  dealer,  a  good  deal  of  contro¬ 
versy  was  Invcdved  as  to  what  control  should 
be  established;  whether  or  not  these  po¬ 
sitions  should  be  separated;  whether  or  not 
we  would  permit  a  man  to  act  in  the  ca¬ 
pacity  of  both  broker  and  dealer;  whether 
or  not  we  should  permit  floor  trading  or  per¬ 
mit  specialists  to  be  on  the  floor;  and  other 
problems. 

In  attempting  to  deal  with  these  ques¬ 
tions  I  am  candid  to  admit  that  the  com¬ 
mittee  proposed  to  confer  a  large  regulatory 
power  on  the  regulatory  commission. 

There  were  two  reasons  for  this:  The  flrst 
was  that  we  recognized  we  are  not  experts 
and  tried  to  act  with  a  caution  becoming  our 
inexperience.  Where  in  doubt  as  to  what 
should  be  done,  we  thought  better  to  resolve 
the  doubt  in  favor  of  maintaining  the 
present  business  practices  than  to  establish 
some  flxed  rule  that  might  prove  unfor¬ 
tunate.  In  the  second  place,  where  we  gavo 
the  regulatory  commission  the  power,  it 
would  be  a  flexible  power.  If  the  commission 
flnds  a  mistake  has  been  made,  it  can  readUy 
change  its  rules  to  more  favorable  ones  and 
thus  accomplish  the  purposes  of  Congress.*** 

Notwithstanding  the  fact  that  it  had 
vested  sufiBciently  broad  authority  in  this 
Commission  to  segregate  brokerage  and 
dealer  functions.  Congress  directed  that 
the  administrative  authority  conduct  a 
study  of  and  make  a  report  to  Congress 
on  the  feasibility  and  advisability  of  the 
complete  segregation  of  the  functions  of 
broker  and  dealer  to  apprise  itself 
whether  a  segregation  of  functions 
should  be  legislatively  ordained.“* 

Although  the  bills  for  stock  market 
regulation  ultimately  reported  to  the 
Congress  by  the  Senate  Committee  on 
Banking  and  Currency  and  the  House 
Committee  on  Interstate  and  Foreign 
Commerce  differed  in  certain  respects,'" 
both  bills  embodied  the  concept  of  ad¬ 
ministrative  fiexibility  enunciated  in  the 
Roper  Report  and  expanded  in  the 
original  versions  of  the  bills.  The  Senate 
Committee  acknowledged  that: 

From  the  outset,  the  committee  has  pro¬ 
ceeded  on  the  theory  that  so  delicate  a 
mechanism  as  the  modern  stock  exchange 
cannot  be  regulated  efficiently  under  a  rigid 
statutory  program.  Unless  considerable  lati¬ 
tude  is  allowed  for  the  exercise  of  admin¬ 
istrative  discretion,  it  Is  Impossible  to  avoid, 
on  the  one  hand,  unworkable  “straltjacket” 
regulation  and,  on  the  other,  loopholes  which 
may  be  penetrated  by  slight  variations  in 
the  method  of  doing  business.  Accordingly  it 
Is  essential  to  entrust  the  administration  of 
the  act  to  an  agency  vested  with  power  to 
eliminate  undue  hardship  and  to  prevent 
and  punish  evasion.  Of  course,  well  defined 
limits  must  be  indicated  within  which  the 
authority  of  such  administrative  authority 
may  be  exercised.*** 

And,  as  the  House  Committee  noted 
In  its  report: 
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•  Representatives  of  the  stock  ex¬ 
changes  constantly  urged  a  greater  degree  of 
flexibility  In  the  statute  and  insisted  that 
the  complicated  nature  of  the  problems  Justi¬ 
fied  leaving  much  greater  latitude  of  discre¬ 
tion  with  the  administrative  agencies  than 
would  otherwise  be  the  case.  It  Is  for  that 
reason  that  the  bill  in  dealing  with  a  number 
of  difficult  problems  singles  out  these  prob¬ 
lems  as  matters  appropriate  to  be  subject  to 
restrictive  rules  and  regulations,  but  leaves 
to  the  administrative  agencies  the  determina¬ 
tion  of  the  most  appropriate  form  of  rule  or 
regulation  to  be  enforced.  In  a  field  where 
practices  constantly  vary  and  where  practices 
legitimate  for  some  purposes  may  be  turned 
to  illegitimate  and  fraudulent  means,  broad 
discretionary  powers  in  the  administrative 
agency  have  been  found  practically  essential, 
despite  the  desire  of  the  Committee  to  limit 
the  discretion  of  the  administrative  agencies 
so  far  as  compatible  with  workable  legisla¬ 
tion.'** 

The  House  Committee  recognized  that 
broad  federal  regulation  of  stock  ex¬ 
changes  was  mandatory  inasmuch  as 

"•  •  •  the  exchanges  are  public  Institu¬ 
tions  which  the  public  Is  Invited  to  use  for 
the  purchase  and  sale  of  securities  listed 
thereon,  and  are  not  private  clubs  to  be  con¬ 
ducted  only  In  accordance  with  the  Interests 
of  their  members.  The  great  exchanges  of 
this  country  upon  which  millions  of  dollars 
of  securities  are  sold  are  affected  with  a  pub¬ 
lic  interest  In  the  same  degree  as  any  other 
utility."" 

In  order  to  insure  that  these  exchanges 
were  operated  consistently  with  this  pub¬ 
lic  interest,  we  were  granted  -  broad 
powers  to  effect  changes  in  exchange 
rules  “in  any  important  matter  •  •  •  ap¬ 
propriate  for  the  protection  of  investors 
or  appropriate  to  insure  fair  dealing.”  *“ 

That  Congress  intended  to  confer 
broad  rulemaking  authority  upon  the 
administrative  agency  charged  with  the 
task  of  regulating  the  Nation’s  stock  ex¬ 
changes  is  amply  evidenced  by  the  con¬ 
gressional  debates  on  the  bills.  Repre¬ 
sentative  Rayburn,  who  was  Chairman 
of  the  House  committee  which  had 
drafted  the  proposed  legislation,  stated: 

This  bill  now  Is  criticized  because  It  gives 
too  much  power  to  the  administrative  au¬ 
thorities,  but  all  through  the  hearings  the 
representatives  of  the  exchanges  and  the  so- 
called  "representatives  of  business"  In  this 
country  pounded  Into  the  committee  the  un¬ 
wisdom  of  particularizing  In  the  legislation, 
or  going  further  than  simply  fixing  the  out¬ 
standing  standards  for  the  administrative 
body  to  go  by.  We  went  through  the  bUl,  and 
everywhere  that  we  could  find  a  place  to  give 
authority  to  the  Commission  to  make  rules 
and  regulations  to  govern  these  matters  we 
gave  It  to  them  *  *  •>•  (Emphasis  supplied.)  *“ 

The  broad  grant  of  rulemaking  power 
was  designed  to  insure  that  the  adminis¬ 
trative  authority  would  have  the  flexi¬ 
bility  of  action  which  Congress  recog¬ 
nized  was  essential  if  regulation  of  the 
stock  exchanges  was  to  be  effective.  As 
noted  by  Representative  Mapes: 

The  business  of  stock  exchanges  Is  a  very 
intricate  and  variant  business,  and  to  put 
rigid  requirements  Into  the  law  In  some  in¬ 
stances  might  be  very  unfortunate.  The  com¬ 
mittee  has  all  the  way  through  conceded  to 
the  thought  that  the  law  should  not  be  too 
rigid  for  the  purpose  of  making  It  possible. 
If  any  requirement  or  rule  or  regulation  of 
the  (administrative  authority)  proved  un¬ 
fortunate  and  unworkable,  to  change  it  with¬ 


out  going  through  the  slow  process  of  amend¬ 
ing  a  law.'** 

The  foregoing  review  of  the  intentions 
of  the  framers  of  the  Securities  Exchange 
Act  demonstrates  that  Congress  intended 
the  Commission  to  have  sufficient  au¬ 
thority  to  respond  flexibility  through 
rulemaking,  in  a  way  legislation  could 
not,  to  changing  regulatory  needs  in  the 
securities  industry.  The  following  Sec¬ 
tion  discusses  the  nature  of  the  Commis¬ 
sion’s  grant  of  authority  with  respect  to 
exchange  membership. 

V.  Statutory  Authority.  Complex  regu¬ 
latory  legislation  requires  a  broad  con¬ 
struction  to  effectuate  its  remedial  pur¬ 
poses.  We  have  already  set  forth  the  leg¬ 
islative  concerns  that  prompted  the 
Congress  to  adopt  comprehensive  legis¬ 
lation  governing  the  conduct  of  our  secu¬ 
rities  exchanges.’**  These  concerns  form 
the  focal  point  for  any  inquiry  concern¬ 
ing  an  agency’s  authority  to  take  specific 
regulatory  action: 

Unlike  mathematical  symbols,  the  phras¬ 
ing  of  such  social  legislation  •  *  •  seldom 
attains  more  than  approximate  precision  of 
definition.  That  Is  why  all  relevant  aids  are 
summoned  to  determine  meaning.  Of  com¬ 
pelling  consideration  is  the  fact  that  words 
acquire  scope  and  function  from  the  history 
of  events  which  they  summarize.*® 

Thus,  the  Supreme  Court,  in  repeatedly 
sustaining  agency  exercises  of  authority 
over  new  problems,  has  stated: 

This  Court  has  repeatedly  held  that  the 
width  of  administrative  authority  must  be 
measured  in  part  by  the  purposes  for  which 
It  was  conferred  •  •  •.  Surely  the  Commis¬ 
sion’s  broad  responsibilities  therefore  demand 
a  generous  construction  of  its  statutory 
authority."* 

In  delegating  authority  to  an  admin¬ 
istrative  agency  such  as  the  Commission, 
Congress  necessarily  paints  with  rather 
broad  strokes. 

“A  statute  expressive  of  such  large  public 
policy  *  •  •  must  be  broadly  phrased  and  ne¬ 
cessarily  carries  with  It  the  task  of  adminis¬ 
trative  application.  There  is  an  area  plainly 
covered  by  the  language  of  the  Act  and  an 
area  no  less  plainly  without  it.  But  in  the 
nature  of  things  Congress  could  not  cata¬ 
logue  all  the  devices  and  strategems  for  cir¬ 
cumventing  the  policies  of  the  Act.  Nor  could 
It  define  the  whole  gamut  of  remedies  to 
effectuate  these  policies  In  an  infinite  variety 
of  specific  situations.  Congress  met  these  dif¬ 
ficulties  by  leaving  the  adaption  of  means  to 
end  to  the  empiric  process  of  administra- 
tlon."'» 

In  establishing  a  principle  of  judicial 
construction  of  the  scope  of  administra¬ 
tive  authority,  therefore,  the  Supreme 
Court  enunciated  the  following  general 
test: 

[WIe  may  not,  ‘In  the  absence  of  compel¬ 
ling  evidence  that  such  was  Congress’  Inten¬ 
tion  •  •  •  prohibit  administrative  action 
Imperative  for  the  achievement  of  an  agency’s 
ultimate  purposes.'** 

This  principle  of  statutory  construction 
has  been  held  to  be  fully  applicable  to  the 
various  acts  we  administer  and  the  Secu¬ 
rities  Exchange  Act  in  particular.  Thus, 
the  Supreme  Court  repeatedly  has 
adopted  a  very  broad  construction  of  the 
Federal  securities  laws,”*  and  even  has 
held,  with  respect  to  the  definition  of 
open-ended  terms  comparable  to  "such 


matters  as”  or  “other  similar  matters” 
that  are  found  in  section  19(b)  of  the 
Securities  Exchange  Act,  that,  if  a  prac¬ 
tice  (not  otherwise  explicitly  covered  by 
the  Federal  securities  laws)  is  fraught 
with  precisely  those  evils  the  Federal 
securities  laws  were  designed  to  prevent, 
the  practice  shall  be  deemed  included 
within  the  language  of  the  Act.’™  Accord¬ 
ingly,  the  Supreme  Court,  in  Securities 
and  Exchange  Commission  v.  C.  M.  Joiner 
Leasing  Corp.,’”  set  down  the  test  of  stat¬ 
utory  constructions  as  follows: 

courts  will  construe  the  details  of  an  act, 
in  conformity  with  Its  dominating  general 
purpose,  will  read  text  In  light  of  context 
and  will  interpret  the  text  so  far  as  the  mean¬ 
ing  of  the  words  fairly  permits  so  as  to  carry 
out  in  particular  cases  the  generally  expressed 
legislative  policy. 

The  Securities  Exchange  Act,  as 
adopted,  reflects  the  breadth  of  the  regu¬ 
latory  objectives  with  which  Congress 
was  concerned,  and  the  extent  of  the 
delegation  of  authority  by  Congress  to 
this  Commission. 

The  considerations  Congress  foimd 
compielling  in  structuring  a  mechanism 
for  the  regulation  and  control  of  the 
Nation’s  securities  markets  are  set 
forth  in  section  2  of  the  Securities  Ex¬ 
change  Act.”*  In  order  to  dispel  any 
doubts  concerning  the  extent  and  scope 
of  the  regulation  and  control  of  “trans¬ 
actions  in  securities  as  commonly  con¬ 
ducted  upon  securities  exchanges  and 
over-the-counter  markets  •  •  *,””*  Con¬ 
gress  stated  explicitly  that  its  intent  was 
“to  make  such  regffiation  and  control 
reasonably  complete  and  effective.” 

While  Congress  employed  a  number  of 
devices  to  confer  this  “complete  and  ef¬ 
fective”  control  of  securities  transac¬ 
tions,”*  of  importance  here  is  the  broad 
power  conferred  upon  us  to  adopt  rules 
and  regulations  necessary  or  appropri¬ 
ate  for  the  protection  of  public  investors. 
As  we  have  noted,’”  Congress  foimd  this 
method  preferable  to  the  enactment  of  a 
rigid  statutory  program  which  might 
have  delineated  statutory  standards  of 
conduct  ill  suited  to  future  alterations 
in  trading  practices  then  dimly  (if  at  all) 
perceived.  ’Thus,  a  general  power  to 
“make  such  rules  and  regulations  as  may 
be  necessary  for  the  execution  of  the 
functions  vested  in  *  *  •  (us)  by  the  (Se¬ 
curities  Exchange  Act)”  was  conferred 
by  section  23(a)  of  the  Act,”'  and  this 
general  rule  making  provision  is  in  addi¬ 
tion  to  specific  grants  of  rule  making 
authority  contained  throughout  the  Act. 
Our  broad  rule  making  power  is  analo¬ 
gous  to  many  other  statutory  grants  of 
legislative  rule  making  power  that  have 
been  held  to  be  extremely  pervasive.”* 

Section  23(a),  in  delegating  to  the 
Commission  the  broad  authority  to  make 
rules  and  regulations,  also  confers  power 
to  “classify  issuers,  securities  exchanges, 
and  other  persons  or  matters  within  (our 
jurisdiction).”  A  survey  of  the  specific 
provisions  of  the  Securities  Exchange 
Act  confirms  the  view  that  exchange 
members,  as  well  as  the  exchanges  them¬ 
selves,  are  within  the  ambit  of  this  juris¬ 
dictional  grant  of  classification  and  rule 
making  power — many  sections  of  the  Act 
give  the  Commission  authority  over  both 
exchanges  and  their  members. 
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For  example,  before  the  mails  or  any 
means  or  instrumentality  of  interstate 
commerce  may  be  used  in  the  operation 
of  an  exchange  upon  which  securities 
are  traded,  that  exchange  either  must 
register  with,  or  be  exempted  from  reg¬ 
istration  by,  the  Commission.'"  An  ex¬ 
change  may  register  by  filing  a 
registraticHi  statement  with  the  Com¬ 
mission  setting  forth  certain  informa¬ 
tion  and  accompanied  by  certain  speci¬ 
fied  documents,'®  but  before  its 
registration  can  become  or  remain  ef¬ 
fective,  the  rules  of  the  exchange  must 
provide  for  the  expulsion,  suspension  or 
disciplining  of  members  for  conduct 
“inconsistent  with  just  and  equitable 
principles  of  trade,”  *“  the  Commission 
must  determine  that  the  exchange  is 
“organized  so  as  to  be  able  to  comply 
with  the  provisions  of  tthe  Act]  and  the 
rules  and  regulations  therexmder” '"  and 
we  also  must  find  that  the  rules  of  the 
exchange  are  just  and  adequate  “to  in¬ 
sure  fair  dealing  smd  to  protect  inves¬ 
tors.”  Our  authority,  of  course,  ex¬ 
tends  not  only  to  the  registration  of 
exchanges,  but  also  encmnpasses  the 
withdrawal  of  an  exchange’s  registra¬ 
tion — that  is,  an  exchsmge  seeking  to 
withdraw  its  registration  can  do  so  only 
“upon  appropriate  ai^llcation  in  ac¬ 
cordance  with  the  rules  and  regulations 
Ox  the  Commission.” 

The  Act  also  confers  upon  the  Com¬ 
mission  broad  authority  over  exchanges 
and  their  members  after  registration  has 
been  accomplished.  Thus,  the  Commis¬ 
sion  explicitly  is  empowered  to  regulate 
the  manner  in  which  exchanges  and 
their  members  conduct  their  daily  busi¬ 
ness.  Both  exchanges  and  their  mem¬ 
bers  are  required  to  maintain  such 
records  and  accounts  as  the  Commission 
may  prescribe  as  “necessary  or  appro¬ 
priate  in  the  public  interest  or  for  the 
protection  of  investors.” '“  These  ac¬ 
counts  and  records  are  subject  to  our 
examination  whenever  we  deem  it  ap¬ 
propriate.'® 

The  Commission’s  regulatory  power 
over  the  internal  affairs  of  exchange 
members  extends  to  the  prescription  of 
rules  and  regulations  governing  a  mem¬ 
ber’s  indebtedness,  and  the  treatment  by 
members  of  their  customers’  securities. 
’Thus,  we  may  determine  precise  limita¬ 
tions  on  indebtedness  of  exchange  mem¬ 
bers  and  we  may  regulate  the  manner 
in  which  members  may  commingle,  hy¬ 
pothecate  or  otherwise  subject  to  lien 
their  customers’  securities.*" 

In  section  1 1  of  the  Act,'*®  the  Commis¬ 
sion  has  been  granted  regulatorj'  pow'er 
with  respect  to  the  trading  activities  of 
exchange  members  both  on  and  off  the 
floor  of  the  exchange.  Section  11(a)  pro¬ 
vides,  in  part,  that: 

The  Commission  shall  prescribe  such  rules 
and  regulations  as  It  deems  necessary  or  ap¬ 
propriate  in  the  public  interest  or  for  the 
protection  of  Investors:  (1)  To  regulate  or 
prevent  floor  trading  by  members  of  national 
securities  exchanges,  directly  or  indirectly 
for  their  own  account  ch*  for  discretionary 
accounts,  and  (2)  to  prevent  such  excessive 

See  footnotes  at  end  of  document. 


trading  on  the  exchange  but  off  the  floor  by 
members,  directly  or  indirectly  for  their  own 
account,  as  the  Commission  may  deem  detri¬ 
mental  to  the  maintenance  of  a  fair  and 
orderly  market. 

As  we  have  noted,*"  the  original  legis¬ 
lative  proposals  for  securities  regulation 
in  1934  contained  provisions  which,  in 
effect,  w'ould  have  limited  exchange 
membership  only  to  those  who  served  the 
public  as  brokers.*"  These  proposals  were 
based  on  the  view  that  there  is  “an  inher¬ 
ent  inconsistency  in  a  man’s  acting  both 
as  a  broker  and  dealer.  It  is  difficult  to 
serv'e  two  masters.”  *“  Congress,  however, 
determined  that  complete  segregation 
might  adversely  affect  attempts  by 
American  business  to  raise  new  capital. 

The  comhlnatlon  of  the  fimctions  of  dealer 
and  broker  has  persisted  over  a  Icmg  period 
of  time  in  American  investment  banking  and 
it  was  found  difficult  to  break  up  this  rela¬ 
tionship  at  a  time  when  the  dealer  business 
was  in  the  doldrums  and  when  It  was  feared 
that  the  bulk  of  the  dealer-brokers  would.  If 
compelled  to  choose,  give  up  their  dealer 
business  and  leave,  temporarily  at  least,  an 
Impaired  mechanism  for  the  distribution  of 
new  securities.’** 

Rather  than  cementing  complete 
segregation  into  law.  Congress  chose  to 
give  to  this  Commission  the  power  to  pro¬ 
mulgate  rules  and  regulations  designed 
to  deal  with  any  problems  we  might  jier- 
ceive  as  a  result  of  the  combination  of 
the  functions  of  broker  and  dealer  *"  and, 
if  necessary  or  appropriate,  in  some  in¬ 
stances,  to  effectuate  the  c<miplete  segre¬ 
gation  of  these  functions. 

’The  foregoing  summary  of  various  sec¬ 
tions  of  the  Securities  Exchange  Act  in¬ 
dicates  Congress’  intention  to  give  the 
Commission  broad  and  fiexible  power 
with  respect  to  specified  activities  of  ex¬ 
changes  and  their  members.  Congress  did 
not  stop  here,  however.  In  section  19(b) 
of  the  Secruities  Exchange  Act,*"  Con¬ 
gress  also  conferred  upon  us  sweeping 
residual  powers  to  effect  changes  in 
exchange  rules. 

In  keeping  with  the  broad  flexibility 
initially  recommended  by  the  Roper  com¬ 
mittee,***  section  19(b)  first  sets  forth 
the  governing  criteria  for  Commission 
action — (1)  “the  protection  of  investors 

•  •  (2)  “to  insure  fair  dealing  in 

securities  traded  in  upcm  such  exchange 

•  •  and  (3)  to  insure  [the!  fair  ad¬ 
ministration  of  such  exchange  *  * 
Section  19(b)  gives  this  Commission  au¬ 
thority,  albeit  residual  authority  to  be 
exercised  only  in  the  event  of  exchange 
contumacy,*"  over  any  matter  of  ex¬ 
change  operation  which  properly  falls 
within  one  of  the  three  standards  enun¬ 
ciated  above.  This  conclusion  is  further 
demonstrated  by  the  fact  that,  in  setting 
forth  some  of  the  areas  of  Commission 
authority,  the  section  states  only  that 
the  Commission’s  authority  is  “in  respect 
of  such  matters  as  *  *  *”  those  speci¬ 
fically  enumerated,  confirming  that  they 
are  merely  illustrative.*"  ’The  only  com¬ 
mon  thread  weaving  the  12  enumerated 
subjects  of  Commission  authority  to¬ 
gether  is  the  fact  that  they  each  satisfy 
at  least  one  of  the  three  governing  cri¬ 
teria  set  forth  above. 


This  conclusion  is  further  reinforced 
by  the  report  of  the  House  Committee 
considering  the  Seciuities  Exchange  Act. 
As  that  ccmimittee  noted,  imder  section 
19(b) 

The  Cotxunisslon  is  empowered.  If  the  rulCLt 
of  the  exchange  In  any  important  matter  are 
not  appropriate  for  the  protection  of  inves¬ 
tors  or  appropriate  to  insure  fair  dealing, 
to  order  such  changes  in  the  rules  after  due 
notice  and  hearing  as  it  may  deem  neces- 
sary.*“ 

Similarly,  the  debates  on  S.  3420  and 
H.R.  9323,  the  companion  bills  passed 
respectively  by  the  Senate  and  the  House 
of  Representatives,  confirm  the  broad 
grant  of  authority  delegated  to  the  Com¬ 
mission  by  section  19(b).  Thus,  Senator 
Hastings,  an  opponent  of  the  Senate  bill, 
felt  compelled  to  state  that 

Section  19  is  the  one  which  gives  the  broad 
powers  to  the  conunlsslon  •  •  *,  Of  course, 
everybody  must  admit  that  that  language 
(of  section  19(b)),  if  it  means  anything, 
means  that  the  conunlsslon  is  in  control, 
and  the  stock  exchange  must  do  what  it  is 
requested  to  do  by  the  commission  •  •  *. 
(T)o  be  certain  that  everything  is  covered, 
the  paragraph  concludes  with  "(13)  slmUar 
matters.”  ^ 

During  the  hearings  in  the  House  of 
Representatives,  Thomas  Corcoran,  an 
author  of  the  bill,  confirmed  our  expan¬ 
sive  authority  in  the  following  colloquy 
with  Representative  Huddleston; 

Mr.  Corcoran  •  •  •  (Y)ou  have  the  power 
to  regulate  the  exchanges  and  an  essential 
part  of  the  operation  of  exchanges  is  the  rules 
for  membership  of  the  exchangee  •  •  • 

Mr.  Huddleston  (interposing).  You  think 
that  this  power  to  regulate  the  exchanges 
includes  the  power  to  say  who  shall  be  mem¬ 
bers  of  the  exchanges? 

Mr.  Corcoran.  I  should  certainly  think 
so,  because  that  is  a  part  of  the  machinery  of 
the  exchanges.*" 

The  areas  listed  in  section  19(b)  indi¬ 
cate  a  very  broad  range  of  Commission 
authority  over  exchange  affairs.  Section 
19(b)(1)  deals  with  financial  standards 
for  exchange  members,  which  suggests 
some  control  over  qualifications  for 
membership.  Pursuant  to  this  subsection, 
the  Commission  may  require  the  ex¬ 
changes  to  limit  their  membership  to 
those  persons  exhibiting  appropriate  fi¬ 
nancial  integrity,  and  the  definition  of 
what  constitutes  financial  integrity, 
under  such  circumstances,  would  be  de¬ 
termined  by  the  Commission.  Similarly, 
section  19(b)(4)  gives  the  Commission 
explicit  jurisdiction  over  hours  of  trad¬ 
ing;  subsection  (5)  gives  the  Commission 
jurisdiction  over  such  activities  as  “the 
manner,  method,  and  place  of  soliciting 
business  *  *  These  provisions  of  the 
section  evidence  the  very  broad  range  of 
topics  with  which  the  Commission  may 
concern  itself.  And  subsection  (9)  of  the 
section  gives  the  Commission  jurisdiction 
over  “the  fixing  of  reasonable  rates  of 
commission.  Interest,  listing,  and  other 
charges  *  *  Not  only  does  this  spe¬ 
cific  subsection  grant  authority  to  the 
Commission  over  any  aspect  of  exchange 
operations  which  involve  commission 
rates,*"  but  it  also  relates  to  all  charges 
that  might  be  made  or  required  by  an 
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exchange.  Including  other  charges  to  or 
by  its  members.  And,  of  course,  the  Com¬ 
mission  is  given  specific  authority  to  ef¬ 
fect  changes  in  exchange  rules  with 
respect  to  “similar  matters.”  *“ 

As  noted  in  the  “Special  Study”  in  dis¬ 
cussing  the  Commission’s  authority  over 
problems  such  as  the  appropriate  utiliza¬ 
tion  of  exchange  membership, 

A  further  problem  Is  that  of  parochialism. 
Securities  regulation  entails  the  adjustment 
and  accommodation  of  different  and  some¬ 
times  competing  alms  and  policies.  The  con¬ 
siderations  Involved  frequently  transcend  the 
confines  of  a  particular  market  or  market 
Institution,  or  even  of  the  entire  securities 
business,  requiring  that  more  general  Inter¬ 
est  and  policies  be  taken  Into  account.  But 
a  group  of  exchange  members  or  over-the- 
counter  dealers  regulating  their  own  market, 
even  assuming  the  greatest  of  zeal,  may  have 
no  awareness  of,  or  may  Ignore  or  even  flout, 
these  wider  concerns  of  public  Interest.** 

Finally,  it  should  be  noted  that  section 
19(a)(1)  of  the  Act  gives  us  broad  au¬ 
thority  to  suspend  or  withdraw  the  reg¬ 
istration  of  a  securities  exchange  where 
the  Commission  finds  that  the  exchange 
has  failed  to  comply  with  the  provisions 
of  the  Securities  Exchange  Act  or  any 
rules  or  regulations  promulgated  there¬ 
under  by  the  Commission.  The  entire 
tenor  of  the  Securities  Exchange  Act 
was  to  promote  fair  dealing  on  exchanges 
which,  prior  to  the  adoption  of  the  Act, 
had  permitted  practices  that  had  had  a 
devasating  effect  upon  our  economy  and 
public  investors.**  An  exchange  violates 
the  provisions  of  the  Securities  Exchange 
Act  if  its  practices  or  rules  are  found  not 
to  be  “just  and  adequate  to  insure  fair 
dealing  and  to  protect  investors  ••*,»" 
as  required  by  section  6(d).  This  stand¬ 
ard  is  embodied  in  section  19(a)(1),  by 
virtue  of  section  6(d)  and  the  general 
provisions  of  the  Act.  To  the  extent  the 
Commission  has  the  greater  power  of 
mandating  the  withdrawal  of  an  ex¬ 
change’s  registration  for  violation  of  the 
provisions  of  the  Act  or  the  rules  there¬ 
under,  pursuant  to  section  19(a)(1)  of 
the  Act,  we  believe  we  also  have  the  au¬ 
thority  to  condition  a  continuance  of 
registration  upon  the  agreement  of  an 
exchange  to  alter,  modify,  or  change  its 
existing  practices  or  rules  found  to  con¬ 
travene  the  act  or  the  rules  thereunder. 
’The  juxtaposition  of  sections  19(a)  and 
19(b)  in  the  same  section  confirms  the 
view  that  they  are  alternative  bases  upon 
which  to  accomplish  common  aims.  We 
conclude  that  the  Securities  Exchange 
Act  accords  us  ample  authority,  under 
section  19(b)  and  other  sections  as  well, 
to  effect  our  policy  objectives. 

To  construe  these  authorizations  nar¬ 
rowly,  as  some  commentators  have  sug¬ 
gest^,**  and  to  deny  that  the  Commis¬ 
sion  has  the  power  to  Insure  that  the  se¬ 
curities  exchanges  of  this  Nation  will 
fimction  for  the  public  good  rather  than 
for  the  well  behig  of  a  particular  class 
of  investors,  would  be  completely  to  Ig¬ 
nore  the  clear  legislative  mandate  em¬ 
bodied  in  the  Securities  Exchange  Act 
as  well  as  the  Supreme  Court’s  repeated 
admonition  that  the  Federal  securities 


laws  must  be  broadly  construed  if  the 
congressional  objectives  are  to  be 
achieved.” 

The  first  drafts  of  the  legislation 
which  ultimately  became  the  Securities 
Exchange  Act  contained  authorization, 
in  the  forerunners  of  section  19(b),  to 
require  exchanges  to  adopt  rules  con¬ 
cerning  the  “classification  of  members” 
and  the  expulsion,  suspension,  and  dis¬ 
ciplining  of  exchange  members.  Some 
commentators  have  vnged”  that,  be¬ 
cause  explicit  authority  over  these  areas 
was  deleted  from  section  19(b),  Con¬ 
gress  evidenced  its  intent  to  deny  the 
Commission  any  authority  over  ex¬ 
change  membership.  The  legislative  his¬ 
tory  of  the  act,  however,  supports  our 
view  that  we  have  authority  imder  sec- 
ticHi  19(b)  over  the  appropriate  utiliza¬ 
tion  of  exchange  membership  and  that 
that  is  a  matter  distinct  from  the 
“classification  of  members.”  For  ex¬ 
ample,  at  the  Senate  Hearings  on  S. 
2693,  Thomas  Corcoran,  one  of  the 
draftsmen  of  the  bill,  was  asked  what 
was  meant  by  the  phrase  “classification 
of  membership”  as  contained  in  that 
bill.  replied. 

Sometimes  on  some  exchanges  you  hav'e 
variations  In  memberships.  On  the  New  York 
Exchange  all  members  have  equal  privileges. 
This  Is  not  true  of  all  exchanges.*^ 

Perhaps  the  most  telling  commentary 
on  the  precise  meaning  of  the  deleted 
authorization  concerning  the  classifica¬ 
tion  of  members  came  from  the  (Com¬ 
mission  itself.  As  part  of  the  Conference 
Committee  agreement,  the  authorization 
of  Commission  power  over  the  classifica¬ 
tion  of  members  contained  in  each  suc¬ 
cessive  draft  of  the  House  version  of  the 
Securities  Exchange  Act  was  deleted, 
and  section  19(c)  was  adopted,  directing 
the  Commission  to  make  a  study  “of  the 
rules  of  national  securities  exchanges 
with  respect  (among  other  things)  to 
the  classification  of  members  •  •  *.*“ 
The  Commission’s  study  was  forwarded 
to  Congress  in  1935.  In  that  study,  the 
issue  of  classification  of  membership  was 
divided  into  two  topics:  “A.  The  rela¬ 
tionship  of  membership  to  the  governing 
committee,”  and  “B.  The  representation 
of  classes  of  members  on  the  governing 
committee.””*  Indeed,  the  most  expan¬ 
sive  reading  of  the  phrase  “classification 
of  members”  was  stated  by  the  CTom- 
mission  as  follows: 

Whether  members  should  be  registered  ac¬ 
cording  to  their  functions  and  limited  to 
the  performance  of  one  or  more  such  func¬ 
tions  or  whether  certain  activities  or  par¬ 
ticular  members,  such  as  floor  trading  upon 
one’s  account  as  a  specialist,  should  be  re¬ 
stricted  or  abolished  •  •  •.*“ 

’The  Commission  declined  to  consider 
these  aspects  of  “classification  of  mem¬ 
bers”  in  its  report  to  Congress  because, 
in  its  view,  these  matters  were: 

The  subject  with  which  section  11  of  the 
Securities  Exchange  Act  Is  concerned.  'Hiat 
section  empowers  the  Commission  by  rules 
and  regulations  to  effectuate  In  part  these 
purposes,  and  the  Commission  Is  now  con¬ 
cerned  with  devising  rules  relating  to  these 
matters."* 


It  is  our  view  that  Congress,  by  delet¬ 
ing  specific  authorization  concerning  the 
classification  or  discipline  of  members, 
did  not  intend  to  deny  this  Commission 
all  substantive  regulatory  power  over  the 
rules  of  exchanges  concerning  their 
members.  If  Congress  had  intended  to 
deprive  the  Commission  of  all  authority 
over  the  classification  and  discipline  of 
exchange  members,  it  assuredly  would 
have  deleted  the  Commission’s  authority, 
pursuant  to  sections  11(a)  and  19(a) 
(3)”*  concerning  the  activities  of  ex¬ 
change  members  and  their  suspension  or 
expulsion  from  membership,  as  well  as 
the  authority  granted  under  section 
23 (a)  for  the  purpose  of  carrying 
out  the  functions  vested  in  us  by  the  Act 
to  “classify  issuers,  securities,  exchanges, 
and  other  persons  or  matters”  within  our 
jurisdiction.  This  it  did  not  do. 

Our  conclusion  that  we  have  the  requi¬ 
site  authority  to  adopt  Rule  19b-2  finds 
support  in  the  recent  decision  in  “Robert 
W.  Stark,  Jr.,  Inc.  v.  New  York  Stock 
Exchange,  Inc.”  *“  In  that  case — the  only 
judicial  decision  to  consider  directly  our 
authority  over  the  utilization  of  exchange 
membership — the  court  concluded  that: 

the  rule  making  power  of  the  SEC  as  granted 
to  It  by  section  6(d)  of  the  1934  Act,  and  sec¬ 
tion  19(b)  (9),  (10),  and  (13)  thereof,  em¬ 
power  the  SEC  to  effectuate  the  establishment 
of  reasonable  rules  covering  the  •  •  •  prob¬ 
lem  of  the  access  by  Institutional  Investors 
to  the  national  exchanges  as  members,  or 
parents  of  member  firms."* 

The  Court  recognized  that  certain 
Government  officials  concerned  with  the 
regulation  of  the  Nation's  securities  mar¬ 
kets  had  expressed  some  doubt  whether 
the  Commission  has  the  power  necessary 
to  adopt  rules  respecting  membership, 
or,  assuming  it  had  such  authority, 
whether  it  should  exercise  it.  The  court, 
however,  made  clear  its  view  that: 

there  Is  adequate  power  in  the  SEC  to  take 
all  steps  necessary  with  respect  to  the  access 
of  institutional  Investors  to  the  •  *  •  (na¬ 
tion’s  stock  exchanges).*" 

Accordingly,  we  reject  the  view  that 
our  authority  to  deal  with  the  problem 
of  the  appropriate  utilization  of  ex¬ 
change  membership  is  limited.  It  is  diffi¬ 
cult  to  believe  that  the  same  Congress 
that  considered  the  rules  of  the  various 
stock  exchanges  to  have  been  “emascu¬ 
lated  by  the  inclusion  of  restrictive 
phraseology,”  “*  would  have  intended  its 
own  legislation  to  be  read  in  such  a  re¬ 
strictive  manner. 

VI.  Procedures.  In  proposing  Securi¬ 
ties  Exchange  Act  Rule  19b-2  for  com¬ 
ment,  we  stated: 

The  Commission  views  this  policymaking 
proceeding  as  an  effort  to  establish  standards 
and  guidelines  for  the  future  conduct  of 
securities  exchanges,  recognizing  that  all  of 
the  Issues  relevant  to  the  rule  proposed  for 
comment  today  are  under  continuous  review 
and  cannot,  or  course,  be  definitely  resolved 
at  this  time  •  •  •.  Because  the  Commission 
is  engaged  In  establishing  and  effectuating 
appropriate  policy,  the  Commission  Is  re¬ 
lying  on  its  broad  rulemaking  authority  and 
thus  is  invoking  those  procedures  normally 
associated  with  its  quasi-legislative 
functions  •  •  •. 
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since  the  Commission’s  Inquiry  does  not 
call  for  determination  of  Ia«-fulness  or  un- 
lav^-fulness  of  past  conduct,  trial-type,  ad¬ 
versary  hearings  obviously  are  inapprc^rlate. 
The  Commission’s  request  Is  not  concerned 
with  the  practices  of  a  specific  exchange, 
and  the  Commission  Is  not  concerned  with 
the  credibility  of  witnesses;  It  is  concerned 
with  the  formulation,  establishment,  and 
implementation  of  policy  and  the  rules  nec¬ 
essary  to  implement  it.  The  Commission’s 
procedures  are  designed  to  meet  that  end. 

Accordingly,  the  Commission  declines  to 
restrict  the  expression  of  view’s  on  these 
matters  to  a  limited  segment  of  the  securities 
industry;  all  Interested  persons  are  invited 
to  submit  written  comments.^* 

During  the  most  recent  phase  of  our 
hearings  on  these  policy  issues,  a  number 
of  commentators  questioned  the  validity 
of  the  rule  making  procedures  we  have 
employed.**  In  this  section  of  our  release, 
we  discuss  the  principles  upon  which  our 
rule  making  proceeding  has  been  predi¬ 
cated  and  discuss  some  of  the  contentions 
raised  concerning  those  procedures. 

Our  authority  to  adopt  rules  concern¬ 
ing  the  appropriate  conduct  of  exchange 
members  is  derived,  as  noted  above,®* 
from  sections  2,  6, 11, 17, 19,  and  23  of  the 
Securities  Exchange  Act.  Each  of  these 
sections,  w’ith  the  exception  of  section  2 
of  the  Act,  w’hich  sets  forth  the  necessity 
for  the  passage  of  the  Act,  authorizes  the 
Commission  to  promulgate  rules  and  reg¬ 
ulations  governing  exchange  and  ex¬ 
change  membership  activities.  With  the 
sole  exception  of  section  19(b)  of  the 
Act,  there  is  no  mention  of  the  proce¬ 
dures  to  be  employed  in  the  event  w’e 
engage  in  rule  making.  And  section  19 
(b),  which  authorizes  both  rule  making 
and  adjudication,  requires  only  that 
there  be  “appropriate  notice  and  oppor¬ 
tunity  for  hearing.”  ^ 

We  view  section  19(b)  as  the  specific 
embodiment  of  the  philosophy  of  super¬ 
vised  self-regulation  upon  which  much 
of  the  Securities  Exchange  Act  has  been 
predicated.**  As  the  Supreme  Court  has 
noted,  “The  general  dimensions  of  the 
duty  of  self -regulation  are  suggested  by 
section  19(b)  of  the  (Securities  Ex¬ 
change)  Act  •  •  Thus,  notwith¬ 

standing  our  authority  to  adopt  rules  and 
regulations  such  as  rule  19b-2  imder 
other  sections  of  the  Securities  Exchange 
Act,  we  have  followed  the  general  proce¬ 
dures  outlined  in  that  section — that  is, 
we  first  requested  that  the  exchanges 
implement  changes  in  their  rules  and 
practices  on  their  own.***  We  adhere  to 
the  view  that  supervised  self -regulation 
is  an  appropriate  means  of  regulating  the 
securities  industry,  and  primary  reliance 
on  the  exchanges  enforces  that  concept. 
Nevertheless,  as  we  have  seen,*”  the  Act 
also  contemplates  direct  Commission  ac¬ 
tion  concerning  a  broad  spectrum  of 
matters,  including  membership,  when  re¬ 
liance  on  the  exchanges  proves  unavail¬ 
ing,  and  we  have  resorted  to  our  direct 
authority  as  well. 

The  Committee  on  Administrative  Pro¬ 
cedure,  appointed  “to  investigate  the 
‘need  for  procedural  reform  in  the  field 
of  administrative  law,’  ”  pointed  out  In 
1941: 

See  footnotes  at  end  of  document. 


The  desire  to  work  out  a  more  effective  and 
more  fiexlble  method  of  preventing  unwanted 
things  from  happening  accounts  for  the  for¬ 
mation  of  many  •  •  •  Federal  administrative 
agencies  •  •  •.  A  •  •  •  recent  example  Is  the 
Securities  and  Exchange  Commission.^:" 

In  stressing  the  flexibility  of  the  ad¬ 
ministrative  branch  of  government,  the 
Committee  noted  that  “iilf  administra¬ 
tive  agencies  did  not  exist  •  *  *,  Con¬ 
gress  would  be  limited  to  a  technique  of 
legislation  primarily  designed  to  correct 
evils  after  they  have  arisen  rather  than 
to  prevent  them  from  arising.” 

Armed  with  nothing  more  than  a 
broadly  enunciated  indication  of  Con¬ 
gressional  policy,  it  was  intended  and 
expected  that  administrative  agencies 
W’ould  carry  on  the  Congress’  work  by 
defining  standards,  creating  new  rules, 
anticipating  variances  in  industry  pat¬ 
terns  and  enforcing  delineated  be¬ 
havioral  standards.  Congress’  delegation 
of  authority  to  administrative  agencies 
such  as  the  Commission  was  designed, 
among  other  things,  “to  assure  continu¬ 
ous  attention  to  and  clearly  allocated 
responsibility  for  the  effectuation  of 
legislative  policies,”  **‘  and  “to  bring  to 
bear  upon  particular  problems  technical 
or  professional  skills  •  * 

In  addition  to  our  multifaceted  en¬ 
forcement  endeavors,  we  have  recognized 
our  mandate  to  make  and  implement 
policy.  The  questions  with  which  we  deal 
today  have  no  “right”  or  “w’rong”  an¬ 
swers;  rather,  they  may  be  resolved  by 
“appropriate”  formulations.*”  As  former 
Chairman  James  Landis  noted: 

When  we  come  to  the  more  significant 
agencies  It  will  be  seen  that  they  have  as 
the  central  theme  of  their  activity  •  •  »  the 
orderly  supervision  of  a  specific  industry 

•  •  *.  Their  tasks  are  regulatory  •  •  *,  but 

•  •  •  regulatory  In  a  broad  sense,  for  to 
them  is  committed  the  Initial  shaping  and 
enforcement  of  industrial  policies.^” 

This  policymaking  function  of  the 
Commission  is  particularly  important  in 
considering  our  market  regulation  and 
oversight  functions.  Determinations 
concerning  the  future  structure  of  the 
markets,  the  proper  role  for  exchanges 
and  the  responsibilities  of  exchange 
members  and  brokers  and  dealers  in  se¬ 
curities  require  policy  decisions  of  the 
broadest  nature.  This  view  is  buttressed 
by  the  fact  that,  as  we  have  noted,*"  sec¬ 
tion  19(b)  of  the  Act  authorizes  the 
Commission  to  change  exchange  rules 
or  practices  “by  rules  or  regulations  or 
by  order  *  •  ‘.’’As  explained  on  the 
floor  of  the  House  of  Representatives 
during  the  consideration  of  the  bills 
which  led  to  the  enactment  of  the  Se¬ 
curities  Exchange  Act: 

When  we  give  the  Commission  the  right, 
by  rules  and  regulations  to  require  that  an 
exchange  shall  have  a  certain  rule  governing 
its  functions,  that  is  a  quasi-legislative 
power  of  Congress.  The  Commission  acts  for 
Congress  in  establishing  such  rule  or  regu¬ 
lation  •  •  •.  There  would  be  a  quasl-Judlclal 
power,  perhaps,  if  under  a  rule  the  Com¬ 
mission  should  attempt  to  determine 
whether  or  not  an  alleged  guilty  man  should 
be  penalized  or  subjected  to  a  fine.®* 


Although  various  attempts  have  been 
made  through  the  years — on  the  floor  of 
the  House  of  Representatives  during  the 
consideration  of  the  bills  preceding  the 
Securities  Exchange  Act  *"  in  Conference 
Committee,***  and  7  years  after  the  pas¬ 
sage  of  the  Securities  Exchange  Act  “** — 
to  delete  from  section  19(b)  our  broad 
rulemaking  authority.  Congress  has 
never  determined  to  curtail  the  scope  of 
our  authority  and  discretion.  Congress’ 
insistent  and  consistent  refusal  to  limit 
our  rulemaking  authority  was  based  on 
its  belief  that  administrative  flexibility 
was  essential  and  that  the  Commission 
would  be  engaged  in  policymaking 
when  it  established  new  standards  for 
exchanges.*** 

The  dichotomy  between  rule  making 
and  adjudication  is  an  important  one, 
and  is  reflected  in  the  Administrative 
Procedure  Act,  as  codified.***  The  Attor¬ 
ney  General  Clark,  commenting  on  the 
Administrative  Procedure  Act’s  defini¬ 
tional  dichotomy  between  rule  making 
and  adjudication,***  described  the  distinc¬ 
tion  between  these  two  disparate  forms 
of  agency  action  as  follows: 

Rule  making  Is  agency  action  which  reg¬ 
ulates  the  future  conduct  of  either  groups 
of  persons  or  a  single  person;  It  Is  essentially 
legislative  In  nature,  not  only  because  it 
operates  in  the  future  but  also  because  it  is 
primarily  concerned  with  policy  considera¬ 
tions.  The  object  of  the  rule  making  proceed¬ 
ing  Is  the  implementation  ot  prescription  of 
law  or  policy  for  the  future,  rather  than  the 
evaluation  of  a  respondent’s  past  conduct. 
Typically,  the  issues  relate  not  to  the  evi¬ 
dentiary  facts,  as  to  which  the  veracity  and 
demeanor  of  witnesses  would  often  be  im¬ 
portant,  but  rather  to  the  policy  making 
conclusions  to  be  drawn  from  the  facts. 
Senate  Hearings  (1941)  pp.  667,  1298,  1451. 
Conversely,  adjudication  is  concerned  with 
the  determination  of  past  and  present  rights 
and  liabilities.  Normally,  there  is  Involved  a 
decision  as  to  whether  past  conduct  was  un¬ 
lawful,  so  that  the  proceeding  is  characterized 
by  an  accusatory  fiavor  and  may  result  in 
disciplinary  action.  Or,  it  may  involve  the 
determination  of  a  person’s  right  to  benefits 
under  existing  law  so  that  the  issues  relate 
to  whether  he  is  within  the  established  cate¬ 
gory  of  persons  entitled  to  such  benefits.  In 
such  proceedings,  the  Issues  of  fact  are  often 
sharply  controverted.  Sen.  Rep.  p.  39  (Sen. 
Doc.  p.  225);  92  Cong.  Rec.  5648  (Sen.  Ooc. 
p.  353). 

Not  only  were  the  draftsmen  and  pro¬ 
ponents  of  the  bill  aware  of  this  realistic 
distinction  between  rule  making  and  adjudi¬ 
cation,  but  they  shaped  the  entire  Act  around 
it.  Even  in  formal  rule  making  proceedings 
subject  to  sections  7  and  8,  the  Act  leaves 
the  hearing  officer  entirely  free  to  consult 
with  any  other  member  of  the  agency's  staff. 
In  fact,  the  intermediate  decision  may  be 
made  by  the  agency  Itself  or  by  a  responsible 
officer  other  than  the  hearing  officer.  This 
refiects  the  fact  that  the  purpose  of  the  rule 
making  proceeding  is  to  determine  policy. 
Policy  is  not  made  in  Federal  agencies  by 
individual  bearing  examiners;  rather  it  is 
formulated  by  the  agency  heads  relying 
heavily  upon  the  expert  staffs  which  have 
been  hired  for  that  purpose.  And  so  the  Act 
recognizes  that  in  rule  making  the  interme¬ 
diate  decisions  will  be  more  useful  to  the 
parties  in  advising  them  of  the  real  issues  in 
the  case  if  such  decisions  reflect  the  views 
of  the  agency  heads  or  of  their  responsible 
officers  who  assist  them  in  determining  pol- 


FEDERAL  REGISTER,  VOL.  38,  NO.  26— THURSDAY,  FEBRUARY  8,  1973 


RULES  AND  REGULATIONS 


3913 


ley.  In  sharp  contrast  Is  the  procedure  re¬ 
quired  In  cases  of  adjudication  subject  to 
section  6(c).  There  the  hearing  officer  who 
presides  at  the  hearing  and  observes  the  wit¬ 
nesses  must  personally  prepare  the  Initial  or 
recommended  decision  required  by  section  8. 
Also,  In  such  adjudicatory  cases,  the  agency 
officers  who  performed  Investigative  or  pros¬ 
ecuting  functions  In  that  or  a  factually  re¬ 
lated  case  may  not  participate  in  the  making 
of  decisions.*" 

Under  this  test,  our  propiosal  certainly 
reflects  policymaking  of  the  broadest  na¬ 
ture.  We  are  not  attempting  to  deal  with 
specific  individuals  or  entities  and  pass 
judgments  on  the  lawfulness  or  imlaw- 
fulness  of  past  conduct  as  judged  by 
existing  legal  standards;  rather,  our  ef¬ 
forts  have  been  designed  to  determine 
policy  and  the  appropriate  method  of  im¬ 
plementing  that  policy.*"  All  persons  or 
entities  falling  within  the  broad  classes 
with  which  we  are  dealing — national  se¬ 
curities  exchanges  auid  members  of  na¬ 
tional  securities  exchanges — will  be  af¬ 
fected  equally  by  our  rule.*" 

We  recognize  that  we  could  have  de¬ 
termined  to  proceed  against  each  ex¬ 
change  individually.  Sectiem  19(b)  of  the 
Securities  Exchange  Act  certainly  con¬ 
templates  that  we  might  bring  an  ad¬ 
versary  proceeding  against  a  particular 
exchange  to  correct  or  change  abusive 
practices,  and  we  have,  in  the  past,  uti¬ 
lized  such  a  form  of  proceeding.*"  Simi¬ 
larly,  we  also  have  utilized  our  general 
rule  making  powers  under  section  19 
(b).*"  Here,  we  do  not  seek  to  declare 
that  current  exchange  practices  violated 
existing  legal  standards.  We  seek  only 
to  formulate  new  standards  to  govern 
the  future  conduct  of  exchanges  and 
their  members.  And,  in  light  of  our  be¬ 
lief  that  a  central  market  system  must 
be  developed,  such  standards  should  be 
uniform  in  their  application  to  all  af¬ 
fected  by  them.*" 

An  oft-repeated  criticism  of  adminis¬ 
trative  agencies  has  been  their  failure  to 
enunciate  substantive  policy  and  future 
legal  standards,  and  their  overconcen¬ 
tration  on  assessing  liability  for  past 
acts.*“  This  Commission  has  been  con¬ 
fided  broad  regulatory  authority  over  the 
securities 'industry  precisely  for  the  pur¬ 
pose  of  enunciating  substantive  policy. 
We  are,  therefore,  surprised  by  the  num¬ 
ber  of  suggestions  *“  that  we  should  con¬ 
duct  trlal-t3'pe,  adversary  proceedings. 
As  the  Supreme  Court  noted  with  respect 
to  this  agency: 

Since  the  Commission,  unlike  a  court,  does 
have  the  abiiity  to  make  new  law  prospec¬ 
tively  through  the  exercise  of  its  rule  making 
powers,  it  has  less  reason  to  rely  upon  ad  hoc 
adjudication  to  formulate  new  standards  of 
conduct  •  •  •  .  The  function  of  filling  in 
the  interstices  of  the  Act  should  be  per¬ 
formed,  as  much  as  possible,  through  this 
quasl-leglslatlve  promulgation  of  rules  to  be 
applied  in  the  future.*^ 

We  do  not  believe  it  is  appropriate  to 
conduct  adversary  hearings  on  the  broad 
policy  questions  we  face  today.  In  any 
event,  there  are  persuasive  reasons  wl^ 
rulemaking  is  more  appropriate  for  the 


enimciatlon  of  policy  than  adjudicatory 
proceedings. 

First,  the  Administrative  Procedure 
Act,  in  its  provisions  governing  formal 
rule  making  proceedings,  requires  that  all 
interested  persons  be  given  an  opportu¬ 
nity  to  express  their  views  on  a  proposed 
rule  before  it  is  Anally  adopted .“  Broad 
public  participation  in  the  rule  making 
process  is  likely  to  assist  the  agency  in 
formulating  a  practical  and  sound  rule 
by  eliciting  comments  and  suggestions 
from  those  most  interested  in  the  pros¬ 
pective  rule’s  application.  An  adversary 
proceedings  requires  the  formal  designa¬ 
tion  of  “parties,”  and  limits  severely  the 
persons  who  may  participate,  or  who  will 
have  notice  of  the  proceedings.*” 

Similarly,  the  procedures  designed  for 
determining  Individual  liability  are  not 
necessarily  well-adapted  to  the  ascer¬ 
tainment  of  nonadjudicative  matters  of 
fact,  policy,  and  discretion  upon  which 
rules  of  general  application,  such  as 
Rule  19b-2,  are  based.*®* 

Moreover,  reliance  upon  adjudicative 
methods  of  rule  making  precludes  the 
agency  from  utilizing  those  methods  of 
gathering  and  assembling  facts  that  are 
peculiarly  appropriate  to  the  needs  and 
conditions  of  rule  making.  Congressional 
committee  hearings  generally,  and  those 
conducted  with  respect  to  the  current 
status  of  the  securities  industry,*®*  serve 
as  examples  of  how  a  body  having  legis¬ 
lative  responsibilities  proceeds  In  the 
formulation  of  policy.  The  records  of 
such  hearings  contain  matters  of  fact, 
arguments  of  law,  and  considerations  of 
policy  and  discretion — the  views,  data, 
and  arguments  of  all  interested  persons. 
Thus,  when  we  proposed  Securities  Ex¬ 
change  Act  Rule  19b-2,  we  explicitly  re¬ 
quested  that  “Interested  persons  •  •  • 
submit  their  views,  any  data  or  other 
comments  or  information  •  •  *”  to  us.*®* 
Congress  does  not  rely  upon  trial-type 
proceedings  in  order  to  formulate  the 
content  of  legislation,  and  it  has  been 
recognized  that  agencies  engaged  in  leg¬ 
islative  pursuits  also  are  not  required  to 
rely  upon  such  trial-type  proceedings.*" 
An  agency  which  limits  itself  to  trial- 
type,  adversary  hearings,  as  opposed  to 
the  broad  legislative,  fact-finding  hear¬ 
ings  we  have  conducted,  nms  the  risk 
of  depriving  itself  of  the  wide  range  of 
considerations  that  must  be  taken  into 
accoimt  in  the  rule  making,  in  contrast 
to  the  narrowly  adjudicative,  process.*" 
It  also  should  be  noted  that  rule  mak¬ 
ing  through  adjudication  may  often  be  a 
prohibitively  tlme-consiuning,  costly, 
and  inefficient  method  of  dealing  with  a 
problem  common  to  an  entire  industry. 
Because  of  the  procedural  rights  and 
safeguards  which  are  a  respondent’s  due 
in  administrative,  no  less  than  in  ccai- 
ventional  civil  or  criminal,  litigation,  ad¬ 
judicative  proceedings  before  an  agency 
are.  beyond  a  point,  irreducibly  slow  and 
costly  affairs.  A  rule  making  proceeding, 
however,  affords  an  economical  method 
of  consolidating  common  issues  in  a 
streamlined,  but  comprehensive  and 
fair,  proceeding  having  few  of  the  ciun- 
brous  attributes  of  litigation.  Since  such 


a  proceeding  does  not  present  questions 
of  assessing  individual  guilt  or  innocence 
for  past  conduct,  the  strict  procedural 
and  evidentiary  requirements  of  litiga¬ 
tion  are  inapplicable. 

In  light  of  the  material  advantages  to 
be  obtained  from  rule  making  in  the 
context  of  general  establishment  of  peri- 
icy,  it  is  not  surprising  that  the  Supreme 
Court,  and  critics  of  the  administrative 
process,  have  urged  the  agencies  to  give 
greater  emphasis  to  rule  making  pro¬ 
ceedings."*  Here,  the  problem  with 
which  we  are  confronted — the  restruc¬ 
turing  of  our  markets  and  the  proper 
utilization  of  exchange  membership  in  a 
restructured  market — is  a  general  one. 
It  is  a  problem  of  the  legal  responsibil¬ 
ities  of  an  entire  industry,  not  an  indi¬ 
vidual  exchange.  The  principal  consid¬ 
erations  that  must  influence  decision  in 
this  area:  the  nature  of  exchange  mar¬ 
kets,  their  legislatively  mandated  pur. 
pose,  the  scope  and  nature  of  the  central 
market  syst^  pertain  equally  to  all  of 
the  exchanges.  The  situation  plainly 
calls  for  uniform,  consolidated  treat¬ 
ment,  not  separate  lawsuits.”* 

Moreover,  the  problems  we  are  dealing 
with  raise  novel  issues  of  policy.  Al¬ 
though,  in  our  opinion,  established  legal 
principles  support,  and  indeed  compel, 
the  conclusions  we  have  reached  re¬ 
specting  the  legal  duties  of  exchanges 
and  their  members,  the  application  of 
these  principles  in  the  circumstances 
presented  is  a  matter  of  wide  interest 
and  concern.  It  is  fairer  to  the  industry 
as  well  as  to  the  public  that  it  be  ap¬ 
proached  on  a  uniform  and  prospective 
basis,  with  full  awareness  of  what  is 
being  considered,  in  a  proceeding  spe¬ 
cially  tailored  to  the  task  of  clear  and 
comprehensive  definition  of  the  require¬ 
ments  of  law  to  which  the  industry  is  to 
be  subjected. 

It  is  urged  that  our  proceeding  is  ad¬ 
judicatory  because  its  impacts  are  felt 
most  directly  by  one  or  another  of  the  ex¬ 
changes  or  their  members.***  We  cannot 
agree.  In  the  light  of  our  broad  policy 
formulation  involving  a  new  central 
market  system,  it  seems  apparent  that 
our  action  today  which  provides  clear, 
definitive  and  uniform  standards  will 
treat  all  exchanges  and  their  members 
equally.  Indeed,  it  should  be  noted  that 
none  of  the  exchanges  has  adhered  in 
the  past  to  the  broad  policy  we  are 
enunciating  today.*" 

It  is  also  suggested  that  section  19(b) 
requires  an  adversary  hearing.*"  But,  as 
noted  above,*"  we  did  permit  “cross- 
examination”  of  witnesses  on  these  issues 
during  the  course  of  our  hearings  which 
began  in  1968.*“  In  any  event,  section 
19(b)  merely  requires  “appropriate  notice 
and  opportunity  for  hearing  *  •  *.”  It 
does  not  require  an  adversary,  trial-type 
hearing,  and  our  view  in  this  respect  is 
consistent  with  the  alternative  bases  in 
that  section  which  authorize  the  Com¬ 
mission  to  proceed  by  rule  or  regulation 
on  the  one  hand,  or  by  order  on  the 
other.  The  Securities  Exchange  Act  does 
not  require  that,  when  we  engage  in 
policymaking,  such  hearings  as  are  held 
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be  “on  the  record”;  that  omission  is 
significant."* 

A  number  of  commentators  suggested 
some  issues  as  to  which  they  believed 
cross-examination  might  be  appropri¬ 
ate.*™  But  none  of  these  persons  sug¬ 
gested  why  they  could  not  supply  aflS- 
davits,  detailed  statistical  analyses  or 
other  evidentiary  matters  in  lieu  of  cross- 
examination.  if  that  were  deemed  appro¬ 
priate,  as  we  had  requested."”*  Ouf 
procedures  did  permit  supplemental  com¬ 
ments  to  be  filed,  answering,  attacking, 
arguing  or  simply  commenting  upon 
other  comments  received,  as  well  as  dis¬ 
cussing  competitive  factors.*™  And  the 
Commission  as  well  as  its  staff  did  ques¬ 
tion  witnesses:  ”  some  commentators 
responded  to  questions  from  our  staff 
concerning  their  initial  submissions  with 
yet  additional  data  and  views."”* 

Whether  or  not  a  trial-type  hearing 
was  required,  we  perceive  no  prejudice  to 
any  commentator  by  virtue  of  what  we 
believe  have  been  rather  thorough  pro¬ 
cedures.*”  Indeed,  since  the  Administra¬ 
tive  Procedure  Act  does  not  require 
oral  hearings  and  supplemental  respon¬ 
sive  submissions,  we  presumably  ac¬ 
corded  all  interested  persons  a  greater 
opportunity  for  the  expression  of  their 
views  than  the  minimal  requirements  of 
the  law.*"* 

vn.  Utilization  of  Exchange  Member¬ 
ship — A.  General.  As  the  preceding  sec¬ 
tions  attest,  the  issue  of  “institutional 
membership”  on  stock  exchanges  has 
been  discussed  at  length  by  government 
agencies,  stock  exchanges,  securities  in¬ 
dustry  participants  and  public  repre¬ 
sentatives.  There  is  no  real  consistency, 
however,  in  the  usage  of  that  term.  On 
the  New  York  and  American  Stock  Ex¬ 
changes,  generally  thought  of  as  pro¬ 
hibiting  institutional  membership,  many 
members  engage  in  an  investment  ad¬ 
visory  business  and  also  execute  transac¬ 
tions  for  Institutional  accounts.*”  On  the 
regional  exchanges  many  subsidiaries  of 
investment  managers  and  insurance 
companies  have  purchased  seats  to  trade 
for  the  account  of  the  affiliated  “par¬ 
ent”  or  to  be  u.sed  for  “recapture”  of 
commission  dollars  for  that  parent.*™ 
Other  institutions  have  aflfihated  with 
bona  fide  broker-dealer  exchange  mem¬ 
bers  but  execute  no  transactions  through 
the  broker-dealer  member.  All  of  these 
arrangements,  while  different  in  many 
resi>ects,*™  have  been  referred  to  as  forms 
of  “institutional  membership”  and  fall 
within  the  scope  of  the  inquiry  upon 
which  Rule  19b-2  is  based. 

Issues  relating  to  the  eligibility  of  cor¬ 
porate  entities,  such  as  financial  institu¬ 
tions,  for  exchange  membership  can  best 
be  imderstood  in  the  context  of  exchange 
niles  which  bear  on  that  eligibility.  Prior 
to  1970,  membership  on  some  exchanges 
was  indirectly  restricted  by  rules  which 
did  not  permit  public  or  corporate  owner¬ 
ship  of  a  member.  For  example,  the  New 
York  Stock  Exchange  constitution  re¬ 
quired  that  every  holder  of  voting  stock 
of  a  member  be  an  officer  or  employee 
of  the  member  and  devote  the  major  por¬ 
tion  of  his  time  to  its  business.  When  the 

See  footnotes  at  end  of  document. 


NYSE  adopted  rules  to  permit  its  mem¬ 
ber  firms  to  issue  freely  transferable  se¬ 
curities,  the  Exchange  extended  its  “pri¬ 
mary  purpose”  test  to  Uie  "parent”  of  an 
exchange  member.**  Both  the  New  York 
and  American  Stock  Exchanges  have 
contended  the  so-called  parent  test  was 
necessary  to  permit  adequate  self -regu¬ 
latory  control 

Most  regional  exchanges  have  gen¬ 
erally  permitted  some  form  of  institu¬ 
tional  membership.*^  The  PBW  Stock 
Exchange  requires  only  that  a  member 
itself  be  engaged  in  the  transaction  of 
business  as  a  broker  or  dealer  in  secu¬ 
rities.**  Since  the  PBW  Stock  Exchange 
does  not  require  that  a  member  be  en¬ 
gaged  in  a  public  securities  business, 
entitites  desiring  to  trade  solely  for  their 
ovrn  account  or  the  account  of  an  affiliate 
are  eligible. 

The  Pacific  Coast  Stock  Exchange  has 
required  that  all  voting  stockholders  be 
active  in  the  business  of  the  member  or¬ 
ganization.**^  If  a  voting  stockholder  is  a 
corporation,  the  rule  "shall  not  be  deemed 
to  be  met  *  •  *,  unless  the  principal 
business  of  that  corporation  and  of  its 
parents  and  subsidiaries  and  affiliated 
organizations,  taken  on  a  consolidated 
basis,  shall  be  that  of  a  broker-dealer  in 
securities.”  *^  The  board  of  governors  has 
discretion  to  waive  this  requirement, 
however.** 

Although  the  Boston  Stock  Exchange 
rules  require  that  80  percent  of  the  out¬ 
standing  voting  stock  of  the  member  cor¬ 
poration  be  owned,  and  60  percent  of  the 
total  capital  be  contribute,  by  officers 
and  directors  of  the  corporation,  the  rules 
also  provide  that  these  requirements  may 
be  waived  in  apprc^iriate  instances.*”  The 
Boston  Stock  Ehcchange  has  terminated 
its  policy  of  denying  membership  to  af¬ 
filiates  of  institutions  generally,  intend¬ 
ing  instead  to  consider  such  applications 
as  they  occur.** 

The  Midwest  Stock  Exchange  requires 
that  a  member  corporation  be  primarily 
engaged  in  a  general,  pubUc  securities 
business.  The  “general”  requirement  is 
satisfied  if  (a)  a  “substantial  portion”  of 
the  member’s  business  is  as  a  broker  in 
exchange  securities  and  if  the  balance  is 
in  other  activities  “traditionally  asso¬ 
ciated”  with  the  investment  banking  or 
broker-dealer  business  and  is  consistent 
with  maintaining  a  flow  of  orders  to  the 
exchange  (e.g.,  underwriting,  retailing, 
investment  advisory  activities,  OTC 
market-making),  or  (b)  if  the  member’s 
principal  business  is  the  performance  of 
an  approved  floor  function  (e.g.,  as  spe¬ 
cialist,  as  floor  broker  or  as  registered 
floor  trader).  The  “public”  requirement 
is  satisfied  if  at  least  50  percent  of  all 
brokerage  commissions,  and  50  percent 
of  gross  income  from  the  securities  busi¬ 
ness,  is  derived  from  transactions  for 
customers  other  than  affiliates.*"* 

The  Commission  does  not  believe  that 
members  of  exchanges  should  be  pro¬ 
hibited  from  affiliating  with  institutions. 
Indeed,  we  have  already  indicated  that 
the  continuing  necessity  for  a  “parent 
test”  does  not  appear  to  be  supported  by 
reference  to  the  purpose  or  intent  of  the 
Securities  Exchange  Act.*""  Contrary  to 


the  view  espoused  by  the  supporters  of 
this  requirement,  it  would  appear  that 
exchanges  do  have  an  adequate  basis  for 
self-regulatory  control  over  the  affairs 
of  their  members  through  direct  control 
of  their  officers  and  directors  and  ulti¬ 
mate  jurisdictional  control  over  their 
parents  in  appropriate  cases.*""  Further¬ 
more,  since  the  “parent  test”  restricts  ex¬ 
change  membership  on  the  basis  of 
whether  a  Arm’s  parent  is  engaged  in  a 
public  securities  business — not  whether 
the  firm  itself  is  so  engaged — it  is  in¬ 
consistent  with  the  principle  that  any 
person  prepared  to  engage  in  such  a 
business  (assiiming  he  meets  objective 
standards  of  flnancial  responsibility  and 
competence)  should  be  permitted  to  do 
so."”  On  the  other  hand,  for  reasons 
which  are  discussed  in  detail  in  the  re¬ 
mainder  of  this  section,  the  Commission 
does  not  believe  that  any  entity  should 
be  permitted  to  join  an  exchange  without 
accepting  obligations  and  responsibilities 
to  the  exchange  markets  as  public  in¬ 
stitutions."**  Thus,  any  entity  wishing  to 
join  or  remain  a  member  of  an  exchange 
must  be  predominantly  engaged  in  the 
business  of  being  a  broker-dealer  with 
public,  unaffiliated  customers  and  no 
entity  or  individual  can  be  permitted  to 
utilize  an  exchange  membership  solely 
for  its  own  private  trading  purposes.*"* 
Rule  19b-2  is  designed  to  effectuate  these 
principles."” 

B.  Institutional  trading  and  the  Com¬ 
mission  Rate  Structure.  The  desire  for 
institutional  membership  on  national 
securities  exchanges  has  been  closely  in¬ 
terrelated  to  the  level  and  structure  of 
exchange  conunission  rates.  The  “Insti¬ 
tutional  Investor  Study”  transmittal 
letter  stated: 

The  Commission  expects  that  its  recent 
decision  on  competitive  rates  on  large  orders 
wUl  have  the  effect  of  reducing  artificial  in¬ 
ducements  to  the  combination  of  manage¬ 
ment  and  brokerage  functions,  and  that  this 
in  turn  will  tend  to  reduce  but  not  eliminate 
economic  pressures  toward  Institutional 
membership  on  stock  exchanges.  Further 
actions  to  increase  the  fraction  of  institu¬ 
tional  transactions  subject  to  competitive 
rates,  of  course,  could  be  expected  to  fur¬ 
ther  reduce  such  pressures.  The  Commission 
realizes,  however,  that  issues  relating  to 
institutional  membership  are  at  least  par¬ 
tially  separable  from  questions  regarding  the 
level  and  structure  of  brokerage  commissions 
and  would  not  be  disposed  of  entirely  even 
by  fully  competitive  rates  on  all  securities 
transactions.*" 

The  transmittal  letter  also  noted  that 
“practices  such  as  the  fixed  noncom¬ 
petitive  commission  rates  •  •  •  have 
tended  to  work  against  the  development 
of  a  central  market  system  •  •  *”.’"’ 
More  recently,  in  its  February  2,  1972 
Statement  on  the  Future  Structure  of 
the  Securities  Markets,  the  Commission 
restated  unequivocally  that  “(f)ixed 
minimum  commissions,  at  least  on  insti¬ 
tutional  size  orders,  may  well  make  it 
very  difficult,  if  not  impossible,  to  cre¬ 
ate  the  central  market  system  •  •  *  ”  *" 

"When  the  Commission  began  its  in¬ 
quiry  into  commission  rate  issues,  it 
became  immediately  apparent  that  the 
phenomenon  of  Institutional  growth  was 
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having  a  far-reaching  impact  on  the 
securities  industry."*  The  rigid  conunis- 
sion  rate  structure  had  been  unrespon¬ 
sive  to  the  growth  of  this  newly  Impor¬ 
tant  category  of  customer.  The  commis¬ 
sion  rate  was  based  on  geometric 
progression:  A  commission  on  a  10,000 
share  transaction  was  100  times  the  com¬ 
mission  on  a  100  share  transaction;  the 
commission  on  100,000  share  transaction 
was  1,000  times  the  commission  on  a  100 
share  transaction.  Nevertheless,  the 
average  cost  of  handling  a  1,000  share, 
a  10,000  share,  and  a  100,000  share  order 
of  a  $40  stock  was  estimated  at  approx¬ 
imately  6,  42,  and  377  times  as  great  as 
the  cost  of  handling  a  100  share  order 
( although  this  estimation  did  not  reflect 
the  additional  skill,  risk  and  responsi¬ 
bility  that  such  larger  orders  entail). 

Informal  Interviews  by  the  staff  indi¬ 
cated  that,  not  surprisingly,  on  institu¬ 
tional  size  orders,  “give-up”*®*  practices 
had  proliferated  to  a  point  where  the 
fixed  minimum  commission  rate  existed 
in  form  only.  On  January  26,  1968,  the 
Commission  announced  it  was  consider¬ 
ing  a  proposed  rule  under  the  Securities 
Exchange  Act,  rule  lOb-10,  which  would 
have  prohibited  investment  company 
managers  from  directing  the  brokers 
executing  portfolio  transactions  for  the 
investment  companies  to  give  up  part 
of  their  compensation  to  other  brokers 
unless  the  benefits  were  to  accrue  to  the 
investment  company  and  its  sharehold¬ 
ers.™*  This  rule  asstuned  that  the  preva¬ 
lent  give-up  practices  would  continue  and 
dealt  only  with  the  conduct  of  fiduciaries 
in  that  context. 

Shortly  thereafter  the  Commission 
announced  public  hearings**  to  con¬ 
sider  whether  any  changes  should  be 
made  in  the  rules  of  the  securities  ex¬ 
changes  respecting  commission  charges 
made  thereon.  The  Commission’s  public 
investigation  revealed  that  give-up 
practices  were  indeed  prevalent  and  that 
exchanges  were  competing  with  one 
another  to  liberalize  rules  governing 
give-up  practices  in  order  to  attract 
volume.™*  Management  companies  were 
insisting  on.**  and  brokerage  firms  co¬ 
operated  in  providing,  giveups  ranging 
from  50  to  90  percent  of  each  commission 
dollar  charged.**  Besides  the  pervasive 
give-up  practices,  “service  competition" 
among  brokers  was  extensive.**  The  gen- 
ei'al  trading  practices  among  institu¬ 
tions  and  their  brokers  revealed,  in  short, 
that  brokers  recognized  the  “fat”  in  the 
Institutional  commission  dollar  and  were 
prepared  to  offer  either  valuable  serv¬ 
ices  in  return  or  to  write  out  give-up 
checks  to  other  broker-dealers  as  di¬ 
rected  by  the  Institution. 

In  response  to  the  Commission’s  let¬ 
ter,*"*  the  New  York  Stock  Exchange  pro¬ 
posed.  on  August  8,  1968,  an  interim 
commission  rate  incorporating  a  volume 


discount  for  orders  in  excess  of  1,000 
shares  and  a  prohibition  of  customer- 
directed  giveups.*"  In  light  of  the  in¬ 
formation  collected  up  to  that  point  in 
the  hearings,  the  Commission  accepted 
the  NYSE  revisions,  which  became  effec¬ 
tive  on  December  5, 1968.**®  Under  the  re¬ 
vised  schedule,  the  rates  in  effect  on 
large  transactions  (over  1,000  shares) 
were  reduced  by  approximately  40  per¬ 
cent.***  Moreover,  where  an  order  to  a 
single  customer  would  involve  more  than 
$100,000  in  commission  charges,  figured 
by  the  minimum  schedule,  the  amount 
over  $100,000  would  be  negotiable.*** 

After  the  prohibition  of  customer-di¬ 
rected  giveups,  institutional  managers 
wanting  to  distribute  commission  dollars 
in  return  for  fund  sales,  research  or 
other  services  gave  orders  Erectly  to  the 
broker-dealer  they  wanted  to  compen¬ 
sate.  Thus,  broker-dealers  that  had  for¬ 
merly  received  giveup  checks  from  the 
lead  or  executing  brokers  now  received 
orders  directly  from  the  institution  and 
might  execute  the  order  itself  or  forward 
the  order  to  a  correspondent  broker  for 
execution  and  clearance.**’  Two  regional 
exchanges  split  their  seats  just  prior  to 
December  5,  1968,  in  anticipation  of  the 
giveup  prohibition,  increasing  the  avail¬ 
able  membership  by  100  percent  and 
reducing  the  cost  of  membership  by 
one-half.*'* 

It  was  clear  to  the  Commission  that 
the  distortions  and  artificial  Industry 
infrastructure  created  to  facilitate  uti¬ 
lization  of  commission  dollars  would 
continue  to  exist  and  grow  unless  fur- 
there  steps  were  taken  to  eliminate  the 
remaining  excess  in  commission  charges 
on  large  orders.  Following  the  imple¬ 
mentation  of  the  interim  rate  schedule, 
several  new  rate  schedules  were  pro¬ 
posed  by  the  New  York  Stock  Ex¬ 
change:  however,  each  was  found  to 

be  less  than  wholly  satisfactory.***  On 
October  22,  1970,  the  Commission  ad¬ 
vised  the  NYSE  that  “fixed  charges  for 
portions  of  orders  in  excess  of  $100,000 
are  neither  necessary  nor  appropriate.”**’ 
On  February  10,  1971  the  Commission 
rejected  a  request  for  delay  in  the  im¬ 
plementation  of  its  decision  to  move 
toward  competitive  rates  but  advised  the 
NYSE  that,  “in  light  of  substantial 
changes  in  trading  patterns  on  the 
NYSE  and  to  gain  further  experience 
with  competitive  rates,  the  Commission 
will  not  object  to  the  Exchange’s  com¬ 
mencing  competitive  rates  on  portions  of 
orders  above  a  level  not  higher  than 
$500,000,”  rather  than  the  $100,000  level 
previously  discussed.***  Pursuant  to  fur¬ 
ther  Commission  letters,  fixed  rates  on 
portions  of  orders  above  $500,000  were 
eliminated  on  April  5,  1971,***  As  a  re¬ 
sult,  commission  charges  on  the  portion 
of  orders  in  excess  of  $500,000,  the  “over¬ 
age,”  were  negotiated,  on  average,  at  ap¬ 


proximately  a  50  percent  discount  from 
the  post-December  6,  1968  rate  sched¬ 
ule.*** 

The  new  schedule  requested  by  the 
Commission  on  October  22,  1970,***  was 
submitted  on  June  28,  1971.***  On  Sep¬ 
tember  24,  1971,  the  Commission,  ex¬ 
pressed  its  “nonobjection”  to  the  new 
rate  schedule  subject  to  several  condi¬ 
tions  which  were  accepted  by  the  Ex¬ 
change.***  The  new  schedule  contained 
an  even  greater  volume  discount  than 
had  obtained  previously.  This  rate  was 
not  implemented,  however,  until  March 
24,  1972. 

On  February  2,  1972,  the  Commission 
announced  in  its  policy  statement  its  de¬ 
cision  to  further  reduce  from  $500,000 
to  $300,000  the  breakpoint  at  which  fixed 
rates  become  subject  to  negotiation.*** 
This  change  became  effective  April  24, 
1972. 

The  Commission’s  progress  to  date  has 
been  significant  and  the  resultant  savings 
to  institutional  investors  have  been  sub¬ 
stantial.  For  example,  the  Commission 
staff  has  estimated  that  the  December  5, 
1968,  volume  discount  produced  substan¬ 
tial  reductions  in  commission  revenue  to 
the  brokerage  community  of  approxi¬ 
mately  $175  to  $180  million  on  an  an 
nualized  basis.***  Further,  the  introduc¬ 
tion  of  the  $500,000  level  of  negotiated 
rates  resulted  in  an  annualized  revenue 
loss  of  $70  million  for  all  NYSE  member 
firms.  After  the  $300,000  breakpoint  was 
introduced,  in  April  of  1972,  the  total  an¬ 
nualized  revenue  reductions  to  NYSE 
member  firms  is  estimated  to  increase 
from  $70  million  to  $80  million.***  These 
figures  represent  brokerage  commissions 
which  otherwise  would  have  been  paid  by 
institutional  investors,  among  others,  im- 
der  the  former  fixed  rate  structure.  Ex¬ 
actly  what  further  reductions,  if  any, 
will  result  when  the  breakpoint  at  which 
rates  become  competitive  is  further  low¬ 
ered  can  only  be  estimated.  The  average 
discount  on  portions  of  orders  below 
$300,000,  however,  is  expected  to  be  less 
than  the  average  discount  obtained  on 
portions  of  orders  over  $300,000.*” 

Presently  the  commission  rate  struc¬ 
ture  is  far  different  than  it  was  in  1968. 
The  following  table,  for  example,  illus¬ 
trates  graphically  the  effect  of  the 
changes  summarized  above. 
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Hie  Institution  today  Is  receiving  the 
equivalent  of  about  a  67  percent  discoimt 
from  the  minimum  rate  in  effect  in  1968 
on  100,000  shares  of  a  $50  stock,  and 
about  a  60  percent  discount  on  20,000 
shares  of  a  $50  stock.  NYSE  members 
fully  introducing  their  accounts  to  other 
members  haw  historically  received  a  60 
percent  discount.  Amex  associate  mem¬ 
bers  have  also  received  a  discoimt  which 
averages  about  60  percent  depending  on 
their  order  mix.  Thus,  on  orders  of  the 
above  size,  institutions  and  other  large 
investors  have  achieved  the  commission 
rate  equivalent  of  pre-December  5,  1968 
membership.  The  Commission  has  stated 
that  it  is  embarked  on  a  course  of  clear 
direction  of  lowering  the  competitive  rate 
breakpoint  further.®”  Now  that  the  major 
share  of  progress  has  been  achieved, 
however,  it  would  be  myopic  to  focus 
attention  primarily  on  the  interests  of 
the  institutional  investor.  Further  low¬ 
ering  of  the  competitive  rate  breakpoint 
must  be  accomplished  responsibly  with 
a  view  to  the  impact  that  reduction  has 
on  the  health  of  the  securities  markets.**® 

The  Commission  has  been  taking  pro¬ 
gressive  action  on  many  fronts  which  are 
likely  to  have  a  significant  impact  on  the 
revenue  and  profitability  of  exchange 
members.  Recently,  the  Commission  has 
adopted  rules  on  the  segregation  of  cus¬ 
tomer  securities  and  credit  reserves  for 
customers’  cash  held  by  the  broker.*** 
The  Commission  has  proposed  a  uniform 
and  more  exacting  net  capital  standard 
for  all  broker-dealers,  including  mem¬ 
bers  of  exchanges  that  had  heretofore 
been  exempted  from  the  operation  of  the 
Commission’s  rule.***  The  Commission  has 
also  requested  the  NASD  to  promulgate 
regulations  prohibiting  investment  com¬ 
pany  sales  reciprocity.**  The  NASD  and 
the  Commission  have  studied  the  present 
level  of  investment  company  sales 
charges  and  the  impact  of  the  removal  of 
section  22(d)  of  the  Investment  Com¬ 
pany  Act,  and  the  Commission  is  now 
preparing  to  hold  public  hearings  on  the 
justification  for  retail  price  maintenance 
in  the  distribution  of  mutual  funds.**  In 
addition,  exchange  members  will  con¬ 
tinue  to  be  burdened  by  the  need  to 
modernize  operations  suid  rising  costs 
of  doing  business  generally. 

The  Commission  believes  it  is  neces¬ 
sary,  as  a  matter  of  pubUc  policy,  to  im¬ 
plement  lower  competitive  rate  break¬ 
points  on  a  prudent  and  gradual  step- 
by-step  ba'-'s,  while  maintaining  active 
and  continuous  programs  to  monitor  the 
impact  and  interelationship  of  all  these 
changes  in  order  to  minimize  possibly 
damaging  consequences.  Even  those  com¬ 
mentators  most  vocal  In  support  of  fully 
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comi>etitive  rates  have  agreed  that  the 
implementation  thereof  must  be  com- 
I^eted  in  a  time  frame  which  permits 
an  orderly  transiticm.**’  To  the  extent 
that  most,  or  even  a  large  percentage  of, 
institutions  were  to  seek  exchange  mem¬ 
bership  for  recapture  purposes,  however, 
that  would  be  tantamount  to  competitive 
rates  (or  no  commissions  at  all)  on  all 
size  orders  for  those  institutions  immedi¬ 
ately:  the  Commission’s  phase-in  pro¬ 
gram  would  then  become  an  academic 
exercise,  at  b«st.°*“ 

Just  as  the  Commission  believes  It 
would  be  highly  irresponsible  to  imple¬ 
ment  completely  competitive  rates  for 
all  institutions  immediately.  It  would  be 
equally  irresponsible  to  permit  unlimited 
institutional  membership.  Apart  from 
the  blatant  discrimination  in  favor  of  a 
limited  group  of  investors,  such  a  precip¬ 
itate  move  would  be  irreversible.  Rule 
19b-2,  on  the  other  hand,  prevents,  in¬ 
ter  alia  memberships  designed  to  achieve 
preferential  commission  rates  and  is, 
therefore,  one  of  the  bases  upon  which 
further  steps  in  the  implementation  of 
competitive  rates  may  be  taken  equit¬ 
ably.  Exchange  membership  for  recap¬ 
ture  purposes  impedes  the  Commission's 
ability  to  implement  lower  breakpoints 
for  all  large  investors,  thus  perpetuating 
the  investment  advantage  that  certain 
institutions  have  over  nonmember  in¬ 
vestors.  A  more  even-handed  course,  in 
the  Commission’s  view,  is  for  all  large 
investors  to  accept  a  gradual  introduc¬ 
tion  of  lower  breakix)ints  and  to  reap  the 
incremental  benefits  of  each  successive 
breakpoint  reduction  equally. 

C.  Trading  fairness.  The  removal  or 
limitation  of  the  spe<dal  trading  advan¬ 
tage  which  any  one  group  or  classifica¬ 
tion  of  investors  holds  over  another,  so 
as  to  establish  honest  and  fair  markets 
in  which  all  public  investors  may  act  on 
investment  decisions  with  confidence,  is 
a  theme  the  Commission  has  consistently 
sought  to  emphasize.** 

’This  concern  was  explicitly  stated  by 
Congress  in  1934  as  to  those  investors 
having  such  a  close  relationship  to  the 
business  affairs  of  a  corporation  that 
they  obtained  a  significant  information 
advantage  over  other  Investors.  The  Sen¬ 
ate  Committee  report  on  stock  exchange 
practices  stated: 

Among  the  most  vicious  practices  un¬ 
earthed  at  the  hearings  before  the  subcom¬ 
mittee  was  the  flagrant  betrayal  of  their  fl- 
duclary  duties  by  directors  and  officers  of 
corporations  who  used  their  positions  of 
trust  and  the  confldentlal  Information  which 
came  to  them  In  such  positions,  to  aid  them 
In  their  market  actlvltlea.  Closely  allied  to 
this  type  of  abuse  was  the  unscrupulous  em¬ 
ployment  of  Inside  information  by  large 


stockholders  who,  while  not  directors  and 
officers,  exercised  sufficient  control  over  the 
destinies  of  their  companies  to  enable  them 
to  acquire  and  profit  by  Information  not 
available  to  others.*" 

Section  16  of  the  Securities  Exchange 
Act  was  designed  to  deprive  officers,  di¬ 
rectors  and  substantial  stockholders  of 
any  incentive  to  abuse  their  position  by 
trading  in  the  securities  of  the  corpora¬ 
tion  on  information  not  known  to  the 
public.  Sec.  16(a)  requires  reporting  of 
these  transactions  (in  the  hope  that  the 
elimination  of  secrecy  surrounding  them 
will  be  some  deterrent) ,  sec.  16(b)  purges 
profits  from  certain  short-swing  trans¬ 
actions  and  sec.  16(c)  fiatly  prohibits 
other  transactions.*"  A  fundamental 
tenet  of  the  philosophy  on  which  sec.  16 
is  based  is  that  its  restrictions  are  to 
apply,  whether  or  not  any  actual  utiliza¬ 
tion  of  Inside  information  has  occurred, 
because  of  the  potential  for  abuse.** 

Perhaps  the  Commission’s  Special 
Study  of  the  Securities  Markets  has  de¬ 
scribed  this  general  theme  best: 

Section  11  of  the  Exchange  Act  vests  the 
Commission  with  broad  powers  to  regulate 
or  prevent  principal  transactions  by  ex¬ 
change  members  on  the  floor  of  an  exchange. 
It  Is  clear  that  one  of  the  major  legislative 
concerns  underlying  this  broad  grant  of 
power  was  that  benefits  derived  by  the  public 
from  member  trading  on  exchange  floors  were 
not  in  balance  with  the  advantages  derived 
by  the  preferred  groups.  Viewed  In  this  light 
the  broad  scope  of  the  section  Is  thoroughly 
consistent  with  one  of  the  dominant  themes 
running  through  the  series  of  statutes  ad¬ 
ministered  by  the  Commission — denial  of 
special  advantage  In  the  public  interest  and 
for  the  protection  of  Investors.  The  equality 
of  access  to  full  and  accurate  corp<Mtite  In¬ 
formation  sought  to  be  guaranteed  by  these 
statutes  Is  complemented  by  the  specific  pro¬ 
visions  of  the  Exchange  Act  which  seek  to 
provide  open  and  honest  markets  in  which 
Investment  decisions  may  be  acted  upon.  In 
its  administration  of  the  statutes  the  Com¬ 
mission  has  shown  that  the  guiding  con¬ 
cepts  are  dynamic  and  not  static.  If  any¬ 
thing,  there  has  been  an  Increasing  emphasis 
of  fairness  and  equality.  A  recent  case,  for 
example,  has  made  It  clear  for  the  first  time 
that  a  broker  In  possession  of  Important 
nonpublic  corporate  Information  Is  under 
severe  limitations  as  to  the  use  of  his  knowl¬ 
edge  In  the  marketplace.  (Citing,  In  the 
Matter  of  Cady.  Roberts,  &  Co.,  40  SJl.C.  907 
(1961)  a  landmark  case  under  section  10(b) 
of  the  Securities  Exchange  Act.)  *  *  *.  Al¬ 
though  the  context  and  quality  of  floor  In¬ 
formation  and  the  ‘lead  time*  of  a  trader  on 
an  exchange  floor  may  be  different  from  the 
information  and  advantages  noted  In  these 
cases,  the  principal  remains  the  same.”  *** 

In  citing  the  "Cady,  Roberts’’  case,  the 
Special  Study  staff  could  hardly  have  re¬ 
alized  the  extent  to  which  this  doctrine 
would  be  used  to  provide  broad  protec¬ 
tion  for  public  investors  against  the  mis¬ 
use  of  material  inside  information.**  Rule 
lOb-5  **  has  been  Interpreted  to  provide. 
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among  other  things,  that  neither  the  in¬ 
siders  of  a  corporation  nor  their  “tip- 
pees”  may  use  nonpublic  material  infor¬ 
mation  received  by  virtue  of  their  special 
position  to  profit  at  the  expense  of  pub¬ 
lic  investors.***  The  purpose  of  this  anti¬ 
fraud  provision  has  been  stated  by  one 
court  as  being  “to  promote  free  and  open 
public  securities  markets  and  to  protect 
the  investing  public  from  suffering  in¬ 
equities  in  trading.”  **’ 

Similarly,  Securities  Exchange  Act 
Rules  lOb-4  **•  and  lOb-13  ”*  are  designed 
to  insure  the  fair  treatment  of  share¬ 
holders  in  a  tender  offer.  Rule  lOb-4  pro¬ 
hibits  the  short  tendering  of  securities 
involved  in  a  tender  offer,  a  practice 
which  often  resulted  in  the  less  sophisti¬ 
cated  public  investor  losing  an  opportu¬ 
nity  to  participate.*"  Rule  lOb-13  prohib¬ 
its  any  person  making  a  tender  or  ex¬ 
change  offer  from  purchasing  any  such 
security  otherwise  than  pursuant  to  the 
stated  terms  of  that  offer.  This  rule  in¬ 
sures  that  all  investors  tendering  their 
shares  pursuant  to  a  tender  offer  will  be 
treated  equally  and  that  no  class  of  in¬ 
vestors  will  receive  a  better  price  for 
tendered  shares  than  others.*®* 

Apart  from  price  advantages  and 
material  Inside  Information  about  the 
affairs  of  a  particular  corporation,  it  is 
clear  that  certain  market  information 
may  be  used  by  professionals  to  gain  a 
trading  advantage  over  public  investors. 
For  example,  the  knowledge  that  an  in¬ 
vestment  company  was  about  to  embark 
on  a  program  of  acquisition  of  a  certain 
security  would  alert  knowledgeable  trad¬ 
ers  to  an  investment  opportunity  result¬ 
ing  from  anticipated  market  trading 
pressures,  in  this  instance  significant 
demand.  Accordingly,  the  Commission 
has  proposed  a  rule  which  would  prohibit 
certain  “insiders”  of  investment  com¬ 
panies  from  trading  in  stock  held  or 
about  to  be  acqiilred  by  the  investment 
company.***  Another  type  of  market  in¬ 
formation  which  may  be  used  to  the 
advantage  of  a  special  group  of  investors 
is  advance  knowledge  of  a  forthcoming 
research  recommendation  on  a  particu¬ 
lar  security  from  a  widely  followed 
source.  If  that  report  or  idea  supports  a 
strong  buy  or  sell  recommendation,  those 
having  knowledge  of  the  report  might 
be  in  a  position  to  profit  by  subsequent 
market  activity  in  the  security.  A  rule 
under  the  Investment  Advisers  Act,*®* 
therefore,  requires  the  adviser  to  make 
and  keep  detailed  records  of  all  his 
transactions  of  officers,  directors,  and 
partners  of  the  adviser  and  the  trans¬ 
actions  of  employees  who  particip>ate  in 
the  determination  of  a  recommendation 
or  who.  in  connection  with  their  duties, 
obtain  information  concerning  the 
recommendation.*®*  Moreover,  in  some 
circumstances  this  kind  of  “scalping” 
has  been  held  to  be  a  violation  of  the 
antifraud  statutes.*®* 

The  Commission’s  concern  for  the  fair 
and  equal  treatment  of  all  investors  has 
also  lead  to  a  continuing  analysis  of 
exchange  rules  regulating  specialist  trad¬ 
ing,  block  positioning,  floor  trading  and 


off-floor  trading  regulations,  since  it  is 
in  the  center  of  the  exchange  market¬ 
place  where  the  potential  use  and  misuse 
of  market  information  resulting  from 
trading  activity  in  a  particular  security 
is  most  susceptible  to  exploitation.*®*  The 
Commission’s  struggle  to  make  specialist 
and  floor  trading  regulation,  in  particu¬ 
lar,  Arm  and  effective  is  an  important 
chapter  in  the  history  of  exchange  regu¬ 
lation. 

The  trading  advantages  which  are  ob¬ 
tained  with  membership  on  an  exchange 
are  considerable.  All  members  of  an  ex¬ 
change,  of  course,  have  a  significant 
trading  advantage  over  nonmembers  by 
virtue  of  their  lower  commission  costs. 
For  example,  a  nonmember  buying  and 
then  selling  a  roimd-lot  of  a  $40  stock 
on  the  New  York  Stock  Exchange  during 
the  same  day  will  pay  $116  ($58  for  the 
$4,000  purchase  and  $58  for  the  $4,000 
sale)  .®®*  A  member  trading  from  off-floor 
can  effect  the  same  pmchase  and  sale  for 
$6.45  even  if  he  clears  through  another 
member  and  hires  an  independent  floor 
broker.*®*  A  floor  trader  is  able  to  effect 
the  same  day  purchase  and  sale  for  a 
clearance  fee:  $2.25.*" 

In  addition,  the  informational  and 
proximity  advantages  of  membership 
provide  exchange  members  with  oppor- 
timities  to  maximize  the  profitability  of 
investment  decisions.  For  example,  a 
floor  member: 

Sees  instantly  the  outbreak  of  activity  in  a 
stock,  the  nature  of  the  trading  and  the  di¬ 
rection  of  prices.  He  Is  In  a  position  to  dis¬ 
count  or  revise  his  market  appraisals  al¬ 
most  instantaneously.  Upon  the  basis  of  in¬ 
formation  which  he  derives  while  on  the  floor 
of  an  exchange  he  can  increase,  decrease,  or 
cancel  his  orders  more  rapidly  than  a  non¬ 
member  to  whom  the  same  Information  Is 
only  made  available  at  a  later  time.  This 
la  particularly  true  when  the  “tape  Is  late” 
l.e.,  when  reports  of  transactions  which  are 
conveyed  to  the  outside  world  by  means  of 
a  ticker  system  are  delayed  because  of  un¬ 
usual  activity  on  the  floor.  During  such  pe¬ 
riods  the  member  on  the  floor  has  Immediate 
knowledge  of  the  latest  prices  while  the  non¬ 
member  must  rely  upon  prices  which  may  no 
longer  be  current.™* 

’The  Commission’s  Special  Study  of  the 
Securities  Markets  also  recounted  the 
advantages  of  being  on  the  floor  of  an 
exchange: 

Members  on  the  floor  have  access  to  much 
greater  and  more  current  market  Informa¬ 
tion  than  Individuals  relying  on  tape  reports 
and  quotation  systems.  Floor  members  see 
and  hear  what  is  going  on  and  they  can  react 
Immediately.  They  know  in  many  instances 
that  a  given  broker  represents  certain  Insti¬ 
tutional  Investors,  and  may  follow  his  activ¬ 
ity  closely  as  he  begins  to  buy  or  sell  large 
amounts  of  a  stock.  They  appreciate  the 
trading  patterns  that  generally  prevail  dur¬ 
ing  acquisition  or  disposition  of  large  blocks 
of  stock.  They  are  familiar  with  the  trading 
techniques  of  different  brokers  or  specialists. 
They  may  obtain  from  fellow  brokers  or  trad¬ 
ers  general  or  speclflc  evaluations  of  Investor 
tenor.  In  terms  of  limit  or  stop  orders  placed, 
short  sales  effected,  or  orders  canceled.  These 
and  other  factors  that  are  not  reflected  on 
the  tape  contribute  to  the  feel  of  the  markev 
development  by  floor  members.*" 

Besides  their  advantage  in  evaluating 
general  market  conditions  and  the  mar¬ 


ket  in  individual  stocks,  the  “Special 
Study”  pointed  out  that  floor  members 
are  in  a  position  to  react  immediately  to' 
developments  affecting  the  markets. 

Unexpected  announcements  concerning 
earnings,  dividends,  mergers,  contract 
awards,  litigation,  etc.,  often  create  sudden 
activity  and  price  changes.  The  floor  trader 
Is  but  seconds  away  from  such  trading.  Other 
speculators  or  investors  have  both  a  time  dis¬ 
advantage  and  the  handicap  of  having  to 
designate,  an  agent  to  represent  them  at  the 
post.*“ 

The  “Special  Study”  siunmed  up  its 
analysis  of  floor  trading  by  saying: 

[T]he  floor  trader  Is  the  only  member  of 
the  exchange  who  has  no  special  function 
and  undertakes  no  obligations  In  relation  to 
the  operation  of  the  market  as  a  public  insti¬ 
tution.  In  light  of  the  governing  statutory 
scheme  of  the  last  30  years,  this  fact,  in  itself, 
raises  a  fundamental  question  of  public  pol¬ 
icy  as  to  the  extent  to  which  a  public  market 
may  be  permitted  to  shelter  such  private 
trading  activities.™* 

On  April  9,  1964,  the  Commission  is¬ 
sued  a  proposed  rule  to  restrict  floor 
trading.*®*  After  recitation  of  the  advan¬ 
tages  of  being  on  the  floor,  the  release 
stated  that  the  “short-swing  specula¬ 
tions”  of  floor  traders  frequently  inter¬ 
fere  with  the  orderly  execution  of  public 
brokerage  orders  in  a  normal  fashion 
through  the  facilities  provided  for  that 
purpose  by  delaying  consummation  of 
public  transactions  and  causing  them 
to  be  executed  at  different  prices  than 
they  otherwise  would.**®  The  floor  trader, 
the  release  continued,  can  buy  stock 
quicker  and  at  a  lower  price,  or  sell  it 
quicker  and  at  a  higher  price.  “This,  of 
course,  is  done  at  the  expense  of  some 
members  of  the  public.”  **“ 

Both  in  1945  and  in  1963,  the  Commis¬ 
sion  decided  that  exchange  rules  govern¬ 
ing  floor  trading  were  ineffective  and  de¬ 
clared  an  intention  to  prohibit  such 
trading.*"  In  1945,  the  Commission  was 
persuaded  to  change  its  position  on  a  pro¬ 
hibition  of  floor  trading  when  it  re¬ 
ceived  assurances  that  the  exchanges 
could  regulate  such  trading  properly.*®* 
In  1964,  the  Commission  determined  to 
permit  the  continuation  of  floor  trading 
only  if  the  New  York  and  American  Stock 
Exchanges  were  to  adopt  appropriate 
regulations  prepared  by  the  Commis¬ 
sion’s  staff.*®*  The  new  regulations  estab¬ 
lished  stringent  capital  requirements  for 
floor  brokers,*™  segregated  the  functions 
of  floor  broker  and  floor  trader  during 
the  same  trading  session,*”  prohibited 
the  floor  trader  from  having  priority, 
parity,  and  precedence  with  orders  from 
off  the  floor,*^*  prohibited  congregation 
and  domination  in  a  particular  stock 
and  required  that  75  percent  of  a  floor 
trader’s  transactions  be  stabilizing.*’*  The 
Commission  stated  its  view  that  this 
regulatory  program  “should  preserve  the 
constructive  market  purposes  of  floor 
trading  while  eliminating  its  harmful 
effects.”  "* 

The  other  floor  member  that  trades  for 
his  own  account,  the  specialist,  has  sim¬ 
ilarly  had  a  long  history  of  regulation.*’* 
The  specialist,  of  course,  has  even  more 
potential  opportimity  to  take  advantage 
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of  his  trading  position  since  he  not  only 
has  sole  knowledge  of  his  book,  a  reposi¬ 
tory  for  limited  price  orders,  but  also 
stands  at  the  center  of  the  auction  mar¬ 
ket.  It  is  not  necessary  to  catalog  here 
the  regulatory  scheme  governing  special¬ 
ist  trading :  suffice  it  to  say  that  the  spe¬ 
cialist  has  draam  more  attention  from 
the  Commission’s  exchange  regulatory 
staff  over  the  years  than  any  other  cate¬ 
gory  of  member. 

As  we  already  have  noted,*”  of  the 
abuses  with  which  the  framers  of  the  Act 
were  most  concerned  was  trading  by  ex¬ 
change  members  from  off  the  floor  of  the 
exchange  for  pools,  syndicates,  and  joint 
accounts  they  managed  or  in  which  they 
had  a  primary  interest.*™  The  Securities 
Exchange  Act  expressly  prohibited  many 
of  the  devices  used  by  the  managers  of 
these  pools  "*  in  addition  to  granting  the 
Commission  the  authority  to  prevent 
“such  excessive  trading  on  the  exchange 
but  off  the  floor  by  members,  directly  or 
indirectly,  for  their  own  accoimt,  as  the 
Commission  may  deem  deterimental  to 
the  maintenance  of  a  fair  and  orderly 
market.”  Off-floor  trading  by  members 
of  the  NYSE  between  1937  and  1961  ac¬ 
counted  for  2.9  to  6.1  percent  of  total 
round-lot  purchases  and  sales  each 
year.*'*  An  interesting  development,  how¬ 
ever,  which  occurred  in  response  to  the 
imposition  of  floor  trading  regulation, 
was  revealed  by  a  then  private  investi¬ 
gation  of  off-floor  trading  conducted  by 
the  Commission  in  1967: 

When  the  new  floor  trading  rules  were 
adopted,  several  floor  traders  found  that  they 
could  not  operate  profitably  under  the  rules 
or  they  did  not  want  to  or  could  not  meet 
the  minimum  capital  requirement.  What¬ 
ever  the  reasons,  floor  trading  in  relation  to 
total  voliune  declined  sharply  on  the  New 
York  exchanges  and  trading  by  members  off 
the  floor  showed  a  decided  Increase.  The  In¬ 
crease  reflected  not  only  the  fact  that  some 
floor  traders  gave  up  their  floor  activities 
completely  and  traded  exclusively  from  off 
the  floor,  but  also  the  fact  that  registered 
traders  combined  off-floor  transactions  with 
on-floor  activities  since  the  latter  were 
sharply  restricted.” 

The  primary  advantage  the  off-floor 
trader  has  over  the  public  investor,  the 
study  found,  was  the  opportunity  to  ef¬ 
fect  transactions  at  no  cost  or  at  a  re¬ 
duced  cost,  which  permitted  a  profit  on 
minor  price  movements.**  In  addition, 
however,  it  was  clear  that  the  off-floor 
trader  had  many  informational  and 
proximity  advantages  similar  to  those  of 
the  floor  trader.  He  is  more  quickly  aware 
of  developing  market  trends  since  he  has 
a  direct  wire  to  the  floor  to  keep  him 
posted.**  Once  having  made  the  decision 
on  an  investment,  the  off-floor  trader 
could  execute  that  decision  more  quickly 
than  the  nonmember.**  That  these  and 
other  advantages — such  as  a  “feel  for  the 
market,”  constant  commimications  with 
other  members,  which  can  give  an  idea 
of  the  order  flow  in  particular  stocks, 
and  knowledge  of  the  way  market  profes¬ 
sionals  such  as  block  traders,  specialists, 
and  floor  brokers  operate — do  grant  a 
very  real  preferential  trading  position  Is 

See  footnotes  at  end  of  document. 


demonstrated  by  the  fact  that  floor 
traders  simply  moved  “upstairs”  after 
the  floor  trading  restiictions  were 
adopted,  and  continued  their  profltable 
trading  activities. 

A  recent  development  since  1963,  block 
trading,  also  throws  new  light  on  the 
off-floor  trading  market.**  Much  of  the 
institutional  market  in  stocks  traded  on 
the  exchange  is  now  “upstairs”  in  the 
offices  of  member  Arms.  A  block  trade 
assembler  only  takes  a  block  to  the  floor 
after  it  has  been  put  together.***  Mean¬ 
while,  nunors  fly  aroimd  the  exchange 
community  and  when  the  block  trader 
Anally  takes  his  transaction  to  the  floor 
he  may  And  his  activity  has  drawn  a 
crowd  of  market  professionals.*** 

The  Commission  has  at  different  times 
informally  requested  the  New  York  and 
American  Stock  Exchanges  to  adopt  cer¬ 
tain  rules  to  regulate,  in  some  measure, 
the  transactions  of  off-floor  traders.**  A 
year  ago,  the  Commission  transmitted  to 
the  Senate  Subcommittee  on  Securities 
a  proposed  bill  to  amend  section  11(a) 
of  the  Securiites  Exchange  Act  to  make 
clear  our  authority  to  promulgate  more 
effective  and  comprehensive  regulation  of 
off-floor  trading.  In  a  letter  transmitting 
the  proposed  legislation,  the  Chairman 
of  the  Commission  stated: 

Trading  by  member  firms  for  their  own 
account  on  the  fioors  of  exchanges  has  his¬ 
torically  presented  an  Imptortant  regulatory 
problem.  Because  of  their  proximity  to  the 
specialist's  post,  their  knowledge  of  the 
trading  activity  In  particular  securities 
(which  could  be  observed  before  it  appeared 
on  the  tape)  and  their  ability  to  trade  with¬ 
out  payment  of  a  commission,  floor  traders 
were  able  to  take  advantage  of  trading  op¬ 
portunities  before  the  public  had  a  chance 
to  respond.  This  led  to  the  adoption  in  1964 
by  the  primary  exchanges  of  rules  designed 
to  require  that  floor  traders  buy  and  sell  in 
a  stabilizing  manner  and  yield  priority  and 
precedence  (preferences  flowing  from  being 
first  in  time  or  larger  in  size)  to  public 
orders  at  the  same  price. 

Today’s  commimications  enable  members 
to  traule  from  off  the  floor  with  substantially 
similar  advantages.  Much  of  members’  trad¬ 
ing  for  their  own  proprietary  accounts  now 
Is  done  from  off  the  floor.  Under  these  cir¬ 
cumstances  we  believe  it  Is  presently  neces¬ 
sary  to  take  steps  to  ensure  that  members’ 
trading,  regardless  of  where  it  takes  place,  is 
properly  regulated,  so  that  such  trading  can 
make  a  positive  contribution  to  the  market¬ 
place  while  due  protection  is  accorded  public 
orders.  The  bill  is  designed  to  achieve  this 
result.** 

It  is  within  the  framework  of  this 
theme  of  trading  fairness  that  the  Com¬ 
mission  views  membership  on  registered 
national  securities  exchanges.  The  feel¬ 
ing  of  some  draftsmen  in  1934  was  that 
members  should  be  completely  pro¬ 
hibited  from  engaging  in  any  proprietary 
transactions  on  an  exchange:  “There  is 
no  public  interest  to  be  served  by  giving 
an  inside  seat  to  a  small  group  of  men 
who  are  trading  for  their  own  ac¬ 
count.”  Congress  declined,  however,  to 
prohibit  completely  the  member  from 
trading  for  his  own  account  and  granted 
the  Commission  broad  power  under  sec¬ 
tion  11  of  the  Exchange  Act  to  regulate 
such  trading.  It  Is  clear,  nonetheless, 
that  “the  only  interest  the  public  has  in 


a  stock  exchange  is  that  it  should  be  a 
place  where  the  outside  public  can  buy 
and  sell  its  stocks.”  **  *17118  is  accom¬ 
plished  by  the  requirement  in  Rule  19b-2 
that  members  contribute  affirmatively  to 
the  public  nature  of  exchanges  either  by 
representing  public  investors  in  the  ex¬ 
change  markets  and  by  servicing  their 
accounts  or  by  participating  in  a  tradi¬ 
tional  dealer  activity  designed  to  con¬ 
tribute  to  the  depth,  liquidity  and  sta¬ 
bility  of  the  trading  markets  thereon. 

When  acting  as  a  broker,  a  member 
is  under  a  duty  to  represent  his  cus¬ 
tomer’s  interest  in  the  exchange  markets 
and  to  secure  for  that  customer  the  best 
available  transaction  price.  The  broker 
is  an  agent,  and  his  loyalty  to  his  cus¬ 
tomer  must  be  undivided.  He  also  may 
serve  the  customer  by  providing  book¬ 
keeping  records,  safe  custody  of  the  secu¬ 
rities  or  cash  involved,  research  on  the 
securities  of  interest  to  the  customer,  and 
assurance  that  particular  transactions 
are  “suitable”  for  the  particular  cus¬ 
tomer.  He  must  also  nmke  every  effort 
to  prevent  his  customer  from  violating 
exchange  rules  or  the  securities  laws,  to 
the  extent  he  has  reason  to  believe  such 
may  occur.  As  a  result  of  brokers’  efforts 
to  serve  the  needs  of  individual  investors, 
confidence  in  our  securities  markets  is 
stimulated,  redoimding  to  the  public  good 
and  the  economic  strength  of  the  country 
by  ensuring  the  continuing  ability  of  our 
securities  markets  to  attract  capital 
investment. 

If  a  broker  is  dependent  upon  business 
from  public  customers,  he  will  have  an 
incentive  to  perform  these  public  services 
efficiently  and  in  a  manner  that  will 
not  adversely  impact  on  the  markets, 
since  his  economic  self-interest  will  be 
dependent  on  a  consistent  public  order 
flow,  maintainable  only  by  public  con¬ 
fidence  that  an  accoimt  will  be  serviced 
efficiently  and  an  order  treated  fairly. 
To  upset  the  market  with  any  particular 
order  would  be  self-defeating  since  he 
must  not  discourage  other  public  par- 
ticipaion.  On  the  other  hand,  if  a  mem¬ 
ber  is  engaged  in  transactions  solely  on 
behalf  of  an  affiliated  account  his  re¬ 
sponsibility  to  and  dependence  upon  that 
account  may  conflict  with  the  trading 
restrictions  and  regulations  of  the  ex¬ 
change  and  with  the  interests  of  public 
investors  at  large.  ’The  mere  potential 
for  large  investors  to  ignore  the  spirit 
if  not  the  letter  of  such  restrictions  may 
undermine  the  confidence  of  other  in¬ 
vestors  in  the  fairness  of  the  Nation’s 
securities  markets. 

Specialists,  block  positioners  and  floor 
traders  also  contribute  to  the  public  na¬ 
ture  of  securities  markets  by  rising  their 
capital  to  absorb  imbalances  in  supply 
and  demand.  ’These  necessary  market 
functions  increase  the  depth,  liquidity 
and  orderliness  of  trading  markets,  en¬ 
abling  investors  to  implement  trading 
decisions  with  relative  ease  and  con¬ 
fidence. 

An  institution,  on  the  other  hand.  Is 
a  pool  of  assets,  managed  by  an  adviser 
for  the  purpose  of  maximizing  the  return 
on  investment  for  those  assets.  Like  a 
member  trading  for  his  own  accoimt,  an 
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Institution  may  be  interested  only  in 
trading  profits.  Accordingly,  the  position 
of  those  who  sugg'est  that  exchanges 
should  become  the  province  of  wealthy 
Investors,  or  institutions,  trading  solely 
for  their  own  account  is  contrary  to 
legislative  intent  and  all  logic.**  In 
March  of  last  year  we  stated: 

If  member  firms  taking  too  great  an  ad¬ 
vantage  of  their  trading  position,  let  us  work 
to  constrict  that  activity.  If  the  regulations 
over  such  trading  are  not  stringent  enough, 
let  us  tighten  those  regulations.  If  the  po¬ 
tential  for  abuse  in  such  trading  is  too  great, 
let  us  abolish  that  trading.  But  what  ra- 
tloimle  can  exist  for  allowing  that  category 
of  trading  to  expand  in  a  quantum  Jump  by 
permitting  institutions — whose  trading  activ¬ 
ity  and  capital  resources  far  exceed  that 
of  ciurent  members — to  Join  exchanges  and 
trade  simply  for  themselves.  To  the  Com¬ 
mission  that  step  would  completely  reverse 
the  direction  we  have  been  moving  and  would 
be  a  significant  step  backwards  to  the  con¬ 
cept  of  the  “private”  club.  In  direct  contra¬ 
diction  to  our  reading  of  the  Exchange  Act 
which  charges  us  with  promoting  fair  deal¬ 
ing  on  exchanges.  Insuring  fair  and  orderly 
markets  and  protecting  investors.  In  1B34 
Congress  was  not  confronted  with  the  mag¬ 
nitude  and  tempo  of  Institutional  trading 
which  exists  today.  The  principles  enunciated 
at  that  time  are  even  more  pertinent 
today.** 

D.  Public  Confidence.  In  1961,  indi¬ 
viduals  accounted  for  61.3  percrait  of  the 
total  dollar  value  of  nonmember  trading 
volume  Ml  the  NYSE  and  institutions  ac¬ 
counted  for  38.7  percent;  by  1971,  insti¬ 
tutions  accounted  for  68.2  percent  of  the 
value  of  such  trading  volume  and  the 
value  of  the  market  share  of  individuals 
declined  sharply  to  31.8  percent.** 

The  Commission  has  recognized  that 
the  so-called  “institutionalization”  of  the 
exchange  marketplace  by  virtue  of  the 
enormous  volume  increase  of  institu¬ 
tional  trading  is  a  market  phenomenon 
which  is  here  to  stay.  Nevertheless,  we 
are  also  concerned  about  the  Impact  of 
such  InstltutionallzatiMi  on  the  confi¬ 
dence  of  small  investors  and  their  will¬ 
ingness  to  contribute  to  the  liquidity  of 
the  exchange  markets  by  their  direct  in¬ 
vestment  participation.  For  reasons  dis¬ 
cussed  in  the  following  paragraphs  we 
believe  that  there  may  already  have  been 
an  adverse  impact  from  institutionaliza¬ 
tion  and  that  Individual  investor  confi¬ 
dence  may  further  deteriorate  if  insti¬ 
tutions  are  permitted  to  join  the  ex¬ 
changes  to  trade  exclusively  for  their  own 
private  purposes  at  the  expense  of  indi¬ 
vidual  investors  who  are  placed  at  a  com¬ 
petitive  and  economic  disadvantage  and 
who  increasingly  recognize  that  some 
large  institutional  investors  enjoy  spe¬ 
cial  preferential  trading  advantages. 

Odd-lot  trading  statistics  have  tradi¬ 
tionally  been  relied  upon  as  a  yardstick 
of  the  activitity  of  individual  investors  in 
the  exchange  markets.  It  is  most  signifi¬ 
cant  that  in  recent  years,  as  institutional 
trading  has  continued  apace,  odd-lot 
investors  have  shifted  from  being  net 
buyers  to  net  sellers  of  NYSE  listed  secu¬ 
rities.  For  example,  in  each  of  the  years 
from  1967  until  1970,  odd-lot  investors 
sold  over  three-quarters  of  a  billion  dol¬ 


lars  in  NYSE-listed  securities  more  than 
they  purchased.  In  1971  alone,  there  was 
a  dramatic  increase  in  net  selling  by  such 
Investors  to  over  2.6  billion  dollars,**  and 
during  the  first  eleven  months  of  1972  the 
Commission’s  economists  estimate  that 
actual  net  sales  continued  to  exceed  two 
billion  dollars.  In  addition  round-lot  vol¬ 
ume  on  the  NYSE  declined  from  5.73  mil¬ 
lion  trades  in  1968  to  4.36  million  trades 
in  1971.*'  Observers  in  the  Commission’s 
hearings  over  the  years  and  elsewhere 
bear  witness  to  the  waning  confidence  of 
the  Individual  investor  and  the  need  to 
rekindle  that  confidence.** 

One  representative  of  small  individual 
investors  has  stated  to  the  Commission: 

The  questions  for  the  stock  market  are 
how  narrow  wlU  the  trading  become  If  It  la 
among  Institutions  and  bow  fair  to  the 
Investing  public  will  the  resulting  stock 
prices  be?  •  •  •. 

NIRI  the  National  Investor  Relations  In¬ 
stitute  has  tried  to  suggest  In  Its  brief,  but 
active  history,  that  the  smaU  Investor  Is 
disenchanted  with  the  market  mechanisms 
as  he  finds  It.  •  •  *. 

What  we  could  be  witnessing  •  *  •  are  the 
first  clear  unmistakable  signs  that  the  finan¬ 
cial  ecology  of  the  United  States  is  being 
destroyed.  Just  as  some  species  of  fish  and 
fowl  no  longer  abound,  so  perhaps  we  are 
witnessing  the  beginning  of  the  end  of  the 
small  Investor.  If  he  goes,  the  great  spawning 
ground  of  capitalism  goes  with  him. 

If  the  small  investor  continues  his  disen¬ 
chantment — and  bis  disengagement — then 
we  shaU  see  the  system  of  capital  formation, 
as  we  have  known  it,  turn  Into  a  lopsided 
monstrosity,  unstable  in  the  extreme  because 
the  base  will  be  missing;  the  stabilizing 
rudder  will  be  gone.  •  •  •  »• 

Similarly,  another  representative 
stated: 

We  have  a  very  strong  feeling  that  this 
Institutionalization  of  the  securities  mar¬ 
kets  is  dangerous  to  our  members  as  individ¬ 
ual  Investors,  to  our  economy,  to  our  eco¬ 
nomic  freedom  and  even  to  the  institutions 
themselves.  •  •  •. 

We  believe  it  is  very  important  that  the 
individual  Investor  not  have  his  position 
weakened  further  in  relation  to  that  of  Instl- 
tutlons.*®* 

In  addition,  the  Commission  has  re¬ 
ceived  many  letters  from  small  Investors 
of  all  tjqies  that  confirm  a  disenchant¬ 
ment  with  the  Nation’s  securities  mar¬ 
kets  and  with  the  preferential  treatment 
given  Institutional  investors. 

If  dominance  over  the  affairs  of  the 
exchanges  is  added  to  the  dominance  in 
trading  and  control  of  investlble  funds 
which  Institutions  have  already  achieved, 
the  deterioration  in  confidence  of  public 
investors  can  only  be  accelerated.  In  an 
analogous  context  It  was  stated: 

[T]he  major  banking  Institutions  in  this 
country  are  emerging  as  the  single  most  Im¬ 
portant  force  in  the  economy,  both  through 
the  huge  overall  financial  resources  at  their 
command  and  through  the  concentration  of 
these  resources  and  other  Interrelationships 
with  a  large  part  of  the  non-banking  busi¬ 
ness  community  in  the  country.  Earlier  re¬ 
ports  have  discussed  both  the  trend  toward 
concentration  within  commercial  banking 
itself  during  the  post-war  period  and — even 
more  significantly — the  growing  interlocking 
relationships  between  these  major  banking 
institutions  and  other  major  financial  insti¬ 


tutions,  such  as  Insurance  companies  and 
mutual  savings  banks.  The  power  of  the 
banks  alone  is  quite  impressive.  In  combi¬ 
nation  with  these  other  financial  institu¬ 
tions  it  would  be  overwhelming. 

When  the  power  of  these  financial  institu¬ 
tions,  in  the  combination  which  appears  to 
be  evolving,  is  examined  in  connection  with 
their  power — both  existing  and  potential — 
over  a  large  part  of  the  non-financial  sectors 
of  our  economy,  the  picture  is  complete.  The 
kind  of  snowballing  economic  power  de¬ 
scribed  in  this  study,  with  its  literally  thou¬ 
sands  of  interlocking  relationships.  Is  a  situ¬ 
ation  which  can  only  be  ignored  at  great 
peril. 

While  we  do  not  base  Rule  19b-2  pri¬ 
marily  on  the  potential  for  economic 
domination  that  giant  Institutions  rep¬ 
resent,  we  do  believe  that,  apart  from 
the  imdesirable  effects  of  economic  con¬ 
centration  on  the  homogeneity  of 
decision-making,  such  domination  has 
had,  and  will  continue  to  have,  a  signifi¬ 
cant  detrimental  impact  on  the  attitude 
of  public  Investors.  No  one  disagrees  tliat 
the  confidence  and  participation  in  our 
securities  markets  of  small  investors  is 
vital  to  the  depth  and  liquidity  of  those 
markets  and  thus  to  the  economic  health 
of  the  Nation.  Since  the  primary  danger 
of  concentration  of  economic  power  as  it 
relates  to  the  securities  markets  is  the 
potential  for  those  wielding  great  in¬ 
fluence  to  secure  a  preferential  position 
for  themselves,  such  as  through  member¬ 
ship  for  their  own  private  piu-poses,  the 
Commission  believes  that  Rule  19b-2  will 
prove  to  be  an  essential  link  in  the  pro¬ 
tections  which  the  securities  laws  pro¬ 
vide  for  individual  Investors,  revltalikng 
their  confidence  that  smaller  orders  will 
be  treated  fairly  and  efficiently  in  the 
Nation’s  exchange  markets.  The  Com¬ 
mission  is  working  on  many  fronts  to 
bolster  the  confidence  of  the  indlvldusd 
Investor  in  his  right  to  be  treated  fairly 
in  the  exchange  markets."  Rule  19b-2 
is  an  integral  part  of  this  effort. 

This  section  has  been  devoted  to  a 
showing  of  the  critical  need  to  secure 
equal  treatment  for  all  classes  of  in¬ 
vestors  in  the  exchange  markets,  to 
maintain  investor  confidence  in  the  fair¬ 
ness  of  those  markets  and  to  extend 
competitively  determined  commission 
rates  to  aU  orders  of  institutional  size  in 
an  equitable  manner.  For  these  reasons, 
we  believe  Rule  19b-2,  requiring  that  ex¬ 
change  memberships  be  utilized  for  pub¬ 
lic  piuposes.  Is  essential.  Recognizing  the 
variety  of  ways  in  which  a  rule  requir¬ 
ing  that  exchange  members  conduct  a 
public  securities  business  could  be  drawn, 
we  have  been  engaged  for  nearly  a  year 
in  attempting  to  formulate  an  appropri¬ 
ate  test  and  have  sought  the  advice  and 
suggestions  of  all  Interested  persons.  The 
analysis  of  the  provisions  of  Rule  19b-2 
contained  in  the  following  section  dem¬ 
onstrates  why  we  have  concluded  that 
the  rule  we  adopt  today  is  best  suited 
at  this  time  to  the  achievement  of  the 
foregoing  objectives. 

vni  Analysis  of  Rule  19b-2.  In  this 
Section  we  discuss  the  various  provisions 
of  Rule  19b-2  and  analyze  the  comments 
and  suggestions  we  have  received  with  re¬ 
spect  thereto. 
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A.  The  Public  Business  Requirement 

The  basic  requirement  of  Rule  19b-2 
is  contained  in  its  first  paragraph:  A 
member  of  an  exchange  shall  have  a  pub¬ 
lic  securities  business  as  its  principal 
purpose  and  shall  be  deemed  to  be  con¬ 
ducting  such  a  business  if  at  least  80  per¬ 
cent  of  the  value  of  exchange  securities 
transactions  effected  by  it  during  the 
preceding  six  calendar  months,  whether 
as  broker  or  dealer,  is  effected  with  un- 
affiUated  persons  or  is  within  one  of  sev¬ 
eral  enumerated  categories  of  principal 
transactions. 

This  requirement  is  designed  to  rec¬ 
ognize  and  emphasize  that  exchanges  are 
essential  national  resources  and  are  af¬ 
fected  with  an  overriding  puUic  inter¬ 
est.  While  we  believe  membership  <m  an 
exchange  should  be  open  to  anyone 
meeting  certain  financial  responsibility 
and  competence  standards,  without  re¬ 
gard  to  the  nature  of  the  business  of  its 
parent  or  subsidiary,  the  Commission 
also  believes  that  those  entities  seeking 
or  presently  holding  membership  should 
be  prepared  to  contribute  aflBrmatively 
to  serving  the  pubhc  as  evidenced  by  en¬ 
gaging  in  the  traditional  fimctions  asso¬ 
ciated  with  executing  securities  transac¬ 
tions  or  trading  activities  which  contrib¬ 
ute  to  the  liquidity,  depth  and  continuity 
of  the  trading  markets. 

80-20  FORMULA 

Many  commentators  responding  to  Se¬ 
curities  Exchange  Act  Release  No.  9716 
(Aug.  3,  1972)  questioned  the  appropri-_ 
ateness  of  an  80  percent  figure  in  the 
proposed  formulation  of  Rule  19b-2,  sug¬ 
gesting  either  a  lesser  figure  “*  or  a 
“100-0”  test.***  The  House  Subcommittee 
and  some  members  of  the  Senate  Sub¬ 
committee  which  have  directed  their 
attention  to  this  provision  have  also 
suggested  a  100-0  formula.*®  Other  com¬ 
mentators  supported  the  80-20  formula¬ 
tion.*" 

Providing  that  an  exchange  member 
is  engaged  in  a  pubhc  securities  business 
if  80  percent  of  the  value  of  its  transac¬ 
tions  is  effected  for  unafiSliated  persons 
represents  an  appropriate  first  step  to¬ 
ward  achieving  ^e  imderlying  goal  of  the 
Rule.**^  As  long  as  trading  by  an  exchange 
member  for  its  own  account,  or  an  ac- 
coimt  in  which  it  has  an  Interest,  Is 
merely  incidental  to  the  public  service 
performed,  we  believe  the  pubhc  nature 
of  exchanges  wih  be  preserved.  On  the 
other  hand,  a  100-0  test  would  be  to 
precipitate  a  measure  at  this  time.  The 
securities  industry  has  many  times 
proven  fragile  and  highly  responsive  to 
structural  changes.  It  is  important  that 
we  gain  some  administrative  experience 
in  the  operation  and  impact  of  Rule  19b-2 
so  that  the  Commission  may  reassess 
its  position  should  harmful,  unforeseen 
consequences  arise.  The  80-20  formula¬ 
tion  wih  provide  us  with  the  necessary 
fiexibihty  to  respond  to  any  fupdamental 
changes  wrought  by  the  operation  of 
Rule  19b-2  which  are  not  in  the  best 
Interests  of  the  investing  pubhc.  We  be¬ 
lieve  that,  as  with  the  introduction  of 

See  footnotes  at  end  of  document. 


competitive  rates,  a  fiexible,  administra¬ 
tive  approach  to  the  implementation  of 
a  pubhc  business  requirement  is  a  pru¬ 
dent,  responsible  means  to  Implement  de¬ 
sirable  change  without  undue  disruption 
of  the  capital  raising  mechanism  of  our 
economic  system.*"  Commentators  favor¬ 
ing  a  “100-0”  test,  argued  mostly  for  a 
position  of  alleged  logical  purity:  If  a 
conflict  of  interest  exists  for  certain  types 
of  accounts,  not  even  20  percent  of  the 
value  of  a  member’s  exchange  transac¬ 
tions  should  be  permitted  for  affiliated 
persons:  if  rebative  mechanisms  are 
wrong,  not  even  20  percent  of  a  mem¬ 
ber's  transactions  should  be  permitted 
for  affiliated  persons.  Others  argued  that 
anything  less  than  a  100-0  test  would 
create  administrative,  bookkeeping  and 
surveillance  problems.*"  While  we  do  not 
dismiss  these  criticisms  hghtly,  they  ap¬ 
pear  to  be  misplaced.  The  80-20  formula 
is  a  long  overdue  first  step.  It  would  make 
no  sense  for  the  administrative  agency 
charged  with  oversight  of  the  securities 
industry  to  give  up  the  one  great  virtue 
which  makes  it  the  uniquely  appropriate 
governmental  body  to  implement  struc¬ 
tural  change:  The  ability  to  proceed 
gradually,  to  monitor  impact  con¬ 
tinuously  and  to  respond  Immediately  to 
undesirable  consequences.  Assuming  ar¬ 
guendo  that  the  conceptual  problems  ex¬ 
pressed  by  the  commentators  are  real, 
those  problems  would  be  a  small  price 
to  pay  for  much  needed  flexibility. 

Many  commentators  made  suggestions 
as  to  the  appropriate  scope  of  application 
of  the  ptercentage  formula.  Some  com¬ 
ments  were  specifically  addressed  to  pol¬ 
icy  question  number  1  in  Release  No. 
9716  which  asked  whether  the  test  should 
be  applied  to  security  commission  income 
as  well  as  the  volume  of  exchange  securi¬ 
ties  transactions.**®  Other  commentators 
suggested  that  the  test  be  applied  to  all 
of  the  securities  transactions  of  a  mem¬ 
ber  firm,  whether  on  or  off  the  exchange, 
and  that  it  should  be  applied  separately 
to  bond  and  equity  transactions.  In  addi¬ 
tion,  a  question  of  interpretation  was 
raised:  l^ere  a  member  belongs  to  more 
than  one  exchange,  should  the  test  be 
applied  separately  to  the  business  done 
by  the  member  on  each  exchange  or 
should  it  be  applied  on  a  composite  basis 
to  all  the  transactions  done  by  the  mem¬ 
ber  on  any  of  the  exchanges  of  which  it 
is  a  member? 

SECURITY  COMMISSION  INCOME  TEST 

Without  a  security  commission  income 
test,  some  contended,  specialist  firms 
would  become  Ukely  takeover  candidates 
for  institutions  since  market  making 
transactions  could  be  used  to  "distort” 
the  base  for  computing  permissible 
agency  transactions.***  In  addition,  the 
test  should  apply  to  security  commission 
income,  it  was  argued,  because  it  is  in¬ 
come  which  motivates  a  broker’s  business 
decisions.***  Finally,  one  commentator 
believed  a  commission  income  test  alone 
would  be  appropriate  since  brokers  pres¬ 
ently  maintain  their  records  on  a  com¬ 
mission  income  basis,  not  a  dollar  volume 
basis,*** 


It  is  far  from  clear  that  a  specialist 
firm,  with  a  high  degree  of  market  risk 
involved  in  its  activities,  is  a  much  more 
attractive  takeover  candidate  than  any 
other  type  of  broker-dealer.  Neverthe¬ 
less,  even  if  this  were  so,  market  makers 
such  as  specialists  do  conduct  a  public 
securities  business,  and  the  ability  of  a 
specialist  firm  (and  other  members)  to 
attract  permanent  capital  in  the  form 
of  investment  by  an  institution  is  one 
of  the  policy  considerations  imderlying 
the  removal  of  the  parent  test.  It  would 
be  anomolous  for  retail  firms  to  be  able 
to  attract  permanent  capital  In  the  form 
of  an  institutional  Investment  while  spe¬ 
cialist  firms,  where  the  addition  of  work¬ 
ing  capital  is  equally  in  the  public  in¬ 
terest,  would  be  less  attractive  to  the 
same  potential  investors. 

More  Importantly,  perhaps,  the  value 
of  exchange  transactions  should  be  a 
relatively  constant  measure  of  exchange 
executions  as  among  different  brokerage 
firms,  whereas  commission  levels  may 
vary  even  under  fixed  minimum  rates 
with  the  nature  of  the  function  per¬ 
formed  by  the  firm  and  will  vary  greatly 
in  transactions  involving  competitive 
rates.****  With  competitive  rates  becoming 
more  of  a  factor,  a  commission  income 
test  would  not  apply  consistently  since 
a  firm  could  negotiate  a  very  low  or  zero 
“overage”  commission  charge  on  trans-  - 
actions  with  affiliated  parties,  thus  per¬ 
mitting  more  than  20  percent  of  a  mem¬ 
ber’s  business  with  affiliated  parties.**** 

The  recordkeeping  problem  referred  to 
by  one  commentator  could  be  overcome 
only  if  a  commission  Income  test  alone 
were  used,  but  the  contention  that  a 
value  of  transactions  test  would  present 
difficult  practical  problems  was  dis¬ 
puted.*** 

In  short,  the  Commission  is  not  per¬ 
suaded  that  addition  of  a  security  com¬ 
mission  income  test  would  add  substan¬ 
tially  to  the  effectiveness  of  Rule  19b-2. 

TRANACTIONS  TO  BE  INCLUDED 

One  commentator  urged  that  the  80-20 
ratio  be  applied  to  all  securities  trans¬ 
actions,  wherever  executed  by  the  mem¬ 
ber,  except  imderwritings  and  transac¬ 
tions  in  municipal  securities,  UJS.  Gov¬ 
ernment  securities  and  commercial  pa¬ 
per.***  Without  such  a  requirement,  this 
reasoning  held.  Rule  19b-2  would  permit 
a  member  organization  to  avoid  the  20 
percent  limitation  by  placing  orders  for 
affiliated  persons  in  the  3rd  market  and 
would  also  permit  affiliated  brokers  to 
execute  all  the  over-the-counter  trans¬ 
actions  of  their  affiliated  persons,  where¬ 
as  all  the  reasons  which  support  a  public 
business  requirement  for  exchange  busi¬ 
ness  must  necessarily  support  this  re¬ 
quirement  for  nonexchange  business. 

This  suggestion,  in  our  view,  failed  to 
focus  on  the  purpose  of  the  public  busi¬ 
ness  test — the  public  nature  of  exchange 
markets  and  the  proper  use  of  stock  ex¬ 
change  memberships.  More  importantly, 
perhaps,  an  institution  generally  trades 
directly  with  market  makers,  block  posi¬ 
tioners  and  block  traders  In  the  3rd  mar¬ 
ket,  not  through  an  affiliate.  In  terms  of 
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the  effectiveness  of  Rule  19b-2,  there¬ 
fore,  it  would  appear  that  this  require¬ 
ment  would  be  meaningless  since  an  In¬ 
stitution  desiring  to  avoid  the  effect  of 
Rule  19b-2  will  trade  in  the  3rd  market, 
but  not  through  its  aflBliated  exchange 
member.*" 

As  to  transactions  in  over-the-coimter 
securities,  as  well,  an  institution  typically 
will  go  directly  to  the  market  maker  with¬ 
out  using  a  broker.  The  only  thing  ac¬ 
complished,  it  would  appear  by  including 
over-the-counter  transactions  in  the  test 
would  be  to  permit  a  member  to  build  up 
the  public  portion  of  its  business  through 
over-the-counter  market-making  and 
brokerage.  We  are  not  persuaded,  there¬ 
fore,  to  expand  the  scope  of  the  80-20 
rest  to  apply  to  over-the-counter  trans¬ 
actions. 

TYPE  OF  SECURITIES  TO  BE  INCLUDED 

Some  commentators  suggested  that  the 
80-20  test  be  applied  separately  to  trans¬ 
actions  in  equity  securities  and  trans¬ 
actions  in  debt  securities.*"  If  the  80-20 
test  were  applied  to  all  securities  trans¬ 
actions  in  all  markets,  a  separate  test 
measuring  bond  and  equity  transactions 
might  be  important,  since  a  member 
could  establish  an  over-the-counter  bond 
market  making  and  brokerage  operation 
and  inflate  the  value  of  its  public  business 
(bonds  typically  are  traded  in  higher 
value  lots  than  equity  securities).  The 
necessity  for  this  restriction,  however,  is 
not  great  if  the  test  is  applied  only  to 
exchange  markets  as  Rule  19b-2  pres¬ 
ently  contemplates  since  even  listed 
bonds  are  generally  traded  off-board.  Al¬ 
though  we  are  not  inclined  to  adopt  a 
separate  test  at  this  time,  if  the  bond 
market  should  return  to  the  exchanges, 
perhaps  because  of  the  80-20  test,  a  sepa¬ 
rate  test  would  then  be  considered. 

SEPARATE  TEST  FOR  EACH  EXCHANGE 

One  commentator  believed  the  80-20 
test  should  be  applied  twice  if  the  orga¬ 
nization  is  a  member  of  more  than  one 
exchange — once  to  the  member’s  trans¬ 
actions  on  each  particular  exchange  and 
again  to  the  combined  transactions  on  all 
exchanges  of  which  it  is  a  member.^** 
Another  commentator  believed  the  rule 
simply  should  be  applied  on  an  overall, 
combined  basis  to  avoid  impinging  on  a 
broker’s  duty  of  best  execution  by  pro¬ 
viding  artificial  Incentives  to  execute  an 
order  on  a  particular  exchange. 

We  are  persuaded  that  at  least  at  the 
outset  the  Rule  19b-2  test  should  be  ap¬ 
plied  on  a  combined  basis  to  all  transac¬ 
tions  on  all  exchanges  of  which  a  par¬ 
ticular  organization  is  a  member.  Tills 
single  test  will  substantially  accomplish 
the  purpose  of  Rule  19b-2  while  not  ad¬ 
versely  affecting  performance  of  the  duty 
of  best  execution. 

PRIMARY  PURPOSE  REQUIREMENT 

Some  commentators  have  suggested 
that  the  rule  should  also  contain  a  pri¬ 
mary  purpose  requirement  to  Insure  that 
a  member  firm  Is  primarily  engaged  In 
the  securities  business.*”  The  regulation 


of  a  member’s  net  capital  in  particular, 
it  was  urged,  would  be  exceedingly  diffi¬ 
cult  If  a  member  firm  were  primarily 
engaged  In  an  unrelated  Industry,  since 
an  evaluation  of  the  real  and  contingent 
liabilities  of  the  imrelated  business  and 
the  liquidity  of  assets  would  be  almost 
impossible.  Additionally,  Insofar  as  ex¬ 
change  regulation  is  exercised  through 
control  of  partners,  officers,  and  direc¬ 
tors  of  the  member,  these  persons  must 
be  experienced  in,  and  devote  a  majority 
of  their  time  to,  the  securities  business. 
For  enterprises  primarily  engaged  in 
other  activities,  this  regulation  would  not 
be  feasible. 

We  believe  that  if  an  exchange  finds 
that  a  primary  purpose  test  applied  to 
the  business  activities  of  its  member 
organization  would  aid  that  exchange 
in  discharging  its  self -regulatory  fimc- 
tions  under  the  Securities  Exchange  Act 
such  a  requirement  would  be  appropri¬ 
ate.  Since  any  primary  purpose  require¬ 
ment  would  be  applied  to  the  activities 
of  the  member  organization  only,  the  ad¬ 
dition  of  such  a  rule  would  not  have  any 
anticompetitive  effect.  An  organization 
engaged  In  unrelated  businesses  would 
simply  have  to  establish  a  separate  cor¬ 
porate  entity  for  its  exchange  affiliate: 
conversely,  an  exchange  member  desir¬ 
ing  to  diversify  into  unrelated  activities 
could  establish  a  separate  corporate  en¬ 
tity  to  do  so. 

ENUMERATED  PRINCIPAL  TRANSACTIONS 

Apart  from  brokerage  transactions  for 
unaffiliated  customers  of  a  member  firm. 
Rule  19b-2  as  proposed,  contemplated 
certain  categories  of  principal  transac¬ 
tions  w'hlch  contribute  to  the  effective 
functioning  of  exchange  markets.  Pri¬ 
marily  these  categories  are  comprised  of 
market  making  transactions  and  other 
transactions  which  contribute  to  depth, 
liquidity,  stability,  and  continuity.  Pub¬ 
lic  comments  on  this  aspect  of  Rule  19b- 
2  were  limited. 

In  determining  eligibility  for  exchange 
membership,  one  commentator  asserted, 
the  Commission  should  distinguish  be¬ 
tween  “wholesale”  services  to  the  market 
itself,  such  as  specializing  or  trading  In 
odd  lots,  and  “retail”  services  to  custom¬ 
ers  of  that  marketplace.***  Any  other¬ 
wise  qualified  firm  should  be  admitted  to 
membership  to  perform  these  wholesale 
floor  functions.  It  was  urged,  and  such 
wholesale  business  should  not  be  counted 
in  applying  the  80-20  test  since  it  is  the 
retail  function  which  Is  significant  In 
determining  whether  a  firm  Is  doing  a 
predominantly  public  business.  If  the 
whole.sale  function  Is  not  excluded  from 
the  Rule  19b-2  test,  this  reasoning  con¬ 
cluded.  that  function  could  well  become 
dominated  by  Institutions;  a  prospective 
member  seeking  public  business  to  offset 
that  of  Its  affiliate  would  acquire  a  spe¬ 
cialist  rather  than  Incur  the  higher  cost 
of  acquiring  a  “wlrehouse.”  •' 

’The  exclusion  of  such  principal  trans¬ 
actions  from  the  application  of  Rule  19b- 
2,  however,  would  produce  anomalous  re¬ 
sults  best  demonstrated  by  an  example: 
A  block  tradef  would  be  considered  to  be 


contributing  to  the  public  nature  of  se¬ 
curities  markets  on  the  portion  of  a  block 
crossed,  but  not  on  the  portion  posi¬ 
tioned,  where  substantial  market  risk  was 
undertaken.  Furthermore,  preventing 
an  institution  from  affiliating  with  a 
market  maker  firm  is  not  supported,  in 
our  view,  by  reference  to  a  regulatory 
purpose.  Indeed,  as  pointed  out  above, 
specialist  firms  have  as  much  need  for  a 
permanent  capital  base  as  retail  broker¬ 
age  organizations. 

One  commentator  questioned  the  in¬ 
clusion  of  arbitrage  transactions  in  the 
enumerated  list  of  principal  transactions 
which  should  be  considered  as  contribu¬ 
ting  to  the  public  portion  of  a  member’s 
business,  since  arbitrage  may  be  a  com¬ 
pletely  risk  free  market  activity  per¬ 
formed  exclusively  for  the  private  Inter¬ 
ests  of  the  arbitrageur.*"  In  our  view,  the 
important  consideration  In  determining 
what  principal  transactions  should  be  in¬ 
cluded  in  the  enumerated  categories  is 
whether  those  transactions  perform  a 
useful  or  beneficial  market  function.  We 
have  traditionally  considered  arbitrage 
as  performing  a  worthwhile  economic 
role  since  it  serves  to  equalize  the  price 
of  a  particular  security  or  its  equivalent 
when  traded  in  different  marketplaces. 
Although  a  willingness  to  incur  substan¬ 
tial  risk  may  evidence  a  member’s  com¬ 
mitment  to  a  particular  market  function, 
such  as  specializing  or  block  positioning, 
the  fact  that  another  market  function 
may  be  performed  without  risk  should 
not  mandate  its  disqualification.*”  Like¬ 
wise,  the  Commission  is  fully  aware  that 
exchange  members  are  engaged  in  an 
enterprise  for  profit.  If  all  transactions 
which  generate  a  profit  were  not  con¬ 
sidered  a  public  business  no  organization 
would  wish  to  qualify  for  membership. 

Another  commentator  ***  suggested 
that  a  new  category  of  principal  trans¬ 
actions  be  added: 

(  )  any  transactions  effected  on  another 

national  securities  exchange  which,  under 
the  rules  of  such  other  exchange.  Is  counted 
towards  satisfaction  of  a  public  securities 
business  requirement  imposed  by  the  rules 
of  such  other  exchange,  whether  or  not  such 
transactions  would  otherwise  be  counted  to¬ 
ward  satisfaction  of  the  public  securities 
business  requirement  of  this  rule. 

Since  the  Commission  intends  to  play 
an  active  role  in  overseeing  and  moni¬ 
toring  the  application  of  the  provisions 
of  Rule  19b-2  to  eliminate  disparity  in 
the  interpretation  of  the  public  business 
requirement,  it  does  not  appear  neces¬ 
sary  at  this  time  to  add  the  suggested 
category. 

Still  another  commentator  proposed 
that  the  list  of  enumerated  principal 
transactions  be  expanded  to  include  over- 
the-counter  market  making  transactions 
and  riskless  principal  transactions  pur¬ 
suant  to  the  customer’s  order.*”  These 
suggested  additions,  however,  would  only 
be  necessary  were  the  rule  to  be  applied 
to  all  securities  transactions  of  the  mem¬ 
ber.  Since  the  rule  presently  does  not 
apply  to  over-the-counter  activities  of  a 
member,  the  adoption  of  these  sugges¬ 
tions  are  unnecessary. 
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B.  Affiliated  Persons 

The  initial  premise  of  the  reasoning 
behind  Rule  19b-2 — that  a  member  or¬ 
ganization  must  be  principally  engaged 
in  a  public  securities  business — requires 
a  qualitative  Judgment  about  certain 
kinds  of  exchange  trading  activities. 
That  judgment  is  most  easily  made  when 
addressed  to  unregulated  trading  by  a 
member  organization  for  its  own 
account,  clearly  a  private  activity,  or  to 
the  traditional  brokerage  fimction . 
wherein  a  firm  engages  in  agency  or 
principal  transactions  at  an  arm’s  length 
basis  with  the  public  at  large,  clearly  a 
public  business.  But  the  line  is  not  al¬ 
ways  so  easily  drawn.  Accordingly,  it  be¬ 
comes  necessary  to  determine  when  a 
member  has  such  an  identity  of  interest 
with  a  particular  accoimt  that,  for  the 
purposes  of  Rule  19b-2,  trading  for  such 
an  account  may  be  considered  the  equiv¬ 
alent  of  a  member  trading  for  its  own 
account.  In  seeking  to  describe  such 
transactions.  Rule  19b-2  embraces  the 
concept  of  “affiliated  persons.” 

Certain  types  of  accounts  may  be 
deemed  affiliated  accounts  per  se.  For  ex¬ 
ample,  in  the  1940  Investment  Company 
Act  Congress  recognized  that  the  rela¬ 
tionship  between  an  investment  com¬ 
pany  manager  and  its  shareholders  was 
such  that  shareholders  were  easy  prey 
to  unscrupulous  “fiduciaries.”"*  As  a 
first  step,  therefore,  the  Act  had  to  de¬ 
fine  those  persons  having  the  ability  to 
infiuence  the  affairs  of  the  fimd.  Rule 
19b-2  is  consistent  with  this  congres¬ 
sional  expression  of  intent  in  the  Invest¬ 
ment  Company  Act,  by  also  considering 
managers  and  their  investment  compan¬ 
ies  as  affiliated  persons.*” 

In  addition,  certain  “natural  persons,” 
such  as  a  principal  ofQcer,  may  have  such 
a  close  relationship  with  the  member 
that  it  would  be  illogical  to  consider 
transactions  executed  for  their  account 
public  business;  thus,  they  also  are 
deemed  aCBliated  persons.** 

Apart  from  the  expressly  named  kinds 
of  afiKliated  persons  in  Rule  19b-2,  it  is 
evident  that  other  relationships,  such  as 
ownership  or  the  ability  to  direct  the 
policies  and  management  of  an  organiza¬ 
tion,  however  derived,  should  be  con¬ 
sidered  to  create  an  affiliation  for  pur¬ 
poses  of  the  rule.  Hence  Rule  19b-2  de¬ 
fines  an  affiliated  person  generally  as  any 
person  directly  or  indirectly  controlling, 
controlled  by  or  under  common  control 
with  such  member,  whether  by  con¬ 
tractual  arrangement  or  otherwise.**  A 
presumption  of  control  is  created  for 
those  persons  having  the  right  to  par¬ 
ticipate  in  more  than  25  percent  in  the 
profits  of  such  other  person  or  who  own 
more  than  25  percent  of  the  outstanding 
voting  securities  of  such  person.**  It  is 
expressly  provided,  however,  that  the 
right  to  exercise  investment  discretion 
with  respect  to  an  account,  without 
more,  sh^  not  constitute  ctmtrol. 

THE  RELEVANCE  OF  CONTROL 

Much  of  the  criticism  directed  at  pro¬ 
posed  Rule  19b-2  was  addressed  to  its 

See  footnotes  at  end  of  document. 


utilization  of  the  concept  of  control.**' 
Some  commentators  thought  the  legal 
definition  of  control  to  be  irelevant  to  the 
task  at  hand.**  Other  commentators  crit¬ 
icized  the  use  of  the  term  control  stating 
that  Its  use  would  result  in  a  discrimina¬ 
tion  in  favor  of  certain  existing  member 
firms  by  granting  those  members  a  per¬ 
petual  competitive  advantage  in  one 
aspect  of  the  investment  management 
business.**  This  would  be  accomplished, 
presumably,  by  defining  control  in  such 
a  way  as  to  treat  certain  substantially 
similar  tyiies  of  accounts  as  public  busi¬ 
ness  for  some  members  but  private  busi¬ 
ness  for  others. 

Some  commentators  believed  that  the 
Commission  should  abandon  the  use  of 
the  term  “control”  in  Rule  19b-2  and 
define  an  affiliated  person  either  by  ref¬ 
erence  to  specific  classes  of  managed  ac¬ 
counts  or  by  using  the  right  to  exercise 
investment  discretion  as  determinative  of 
affiliation.** 

The  first  approach  appears  to  the  Com¬ 
mission  to  be  both  unnecessarily  sweep¬ 
ing  and  to  miss  the  point  of  the  rule.  Rule 
19b-2  is  intended  to  insure  that  exchange 
markets  will  be  used  primarily  to  serve 
the  investing  public.  Business  which  is 
obtained  and  held  through  comiietitive 
merit  is  public  securities  business,  re¬ 
gardless  of  the  nature  of  the  customer, 
whereas  business  received  because  of  an 
identity  of  interest  between  the  broker 
and  his  “customer”  is  not.  In  view  of  this 
fundamental  premise,  it  makes  little 
sense  to  abandon  this  concept  and  arbi¬ 
trarily  classify  an  accoimt  as  public  or 
nonpublic  based  merely  on  the  type  of  in¬ 
stitutional  customer  involved.  Applying 
the  rule  analytically  to  each  arrangement 
by  utilizing  the  concept  of  control  may 
require  greater  effort  but  will  result  in 
more  accuracy  in  sorting  out  the  rela¬ 
tionships  proi>erly  classified  as  affiliated. 
Moreover,  the  flexibility  of  a  term  such 
as  control  will  permit  the  rule  to  be  re¬ 
sponsive  to  new,  as  yet  untried,  forms  of 
investment  arrangements  between  brok¬ 
ers  and  their  customers. 

The  second  suggestion,  that  invest¬ 
ment  discretion  is  the  only  relevant  ele¬ 
ment  in  the  concept  of  control,  ignores 
the  traditional  legal  interpretation  of 
that  term.**  Under  customary  contrac¬ 
tual  arrangements,  an  adviser  with  mere 
discretionary  authority  over  an  account, 
whether  that  adviser  is  a  broker,  an  in¬ 
surance  company,  or  a  bank,  is  subject 
to  discharge  by  whoever  is  ultimately  in 
C(xitrol  of  the  accoimt.  As  long  as  the  in¬ 
vestment  adviser  must  compete  with  all 
other  Investment  advisers  for  the  ac¬ 
count,  and  has  no  authority  in  the  selec¬ 
tion  or  retention  of  an  investment  ad¬ 
viser,  that  account  should  not  be  con¬ 
sidered  a  captive  or  “controlled”  advisory 
account. 

Although  there  is  some  merit  to  the 
view  that  Investment  discretion  should 
be  the  operative  test,**  on  balance,  a  test 
which  utilizes  the  concept  of  control  will 
be  the  most  workable.  A  management 
contract  may  be  written  in  such  a  way  as 
to  establish  a  ritual  whereby  the  trustee 
or  beneficiary  specifically  ratifies  each 


investment  decision,  nevertheless  en¬ 
abling  the  manager  to  maintain  de  facto 
discretion.  Moreover,  in  the  dynamically 
changing  securities  and  investment  ad¬ 
visory  industries,  rules  which  are  specif¬ 
ically  applicable  to  current  methods  of 
doing  business  quickly  become  obsolete. 
The  public  business  requirement  is  one 
cornerstone  in  the  Commission’s  concept 
of  the  future  structure  of  the  nation’s 
securities  markets.  As  such  it  must  em¬ 
ploy  concepts  with  the  flexibility  to  stand 
the  test  of  time. 

One  Commentator  believed  that  the 
presumption  created  in  the  rule  for  a 
finding  of  control  where  a  person  owns 
more  than  25  percent**'  of  the  voting 
securities  of  a  member  or  possesses  the 
right  to  participate  in  more  than  25  per¬ 
cent  of  its  profits  would  be  too  Inflexible, 
pointing  out  circumstances  where  an 
entity  had  been  found  by  a  particular 
exchange  to  be  the  parent  of  a  member 
corpxiration  even  though  that  entity  did 
not  own  any  of  the  voting  securities  is¬ 
sued  by  the  member  corporation.*"  Other 
commentators  said  that  Rule  19b-2 
should  focus  on  the  importance  of  the 
customer  to  the  member.**  The  Commis¬ 
sion  is  certainly  aware  that  at  times  situ¬ 
ations  arise  wherein  a  particular  entity 
has  effective  control  over  the  affairs  of 
a  member  organization  without  having 
ownership  of  voting  securities  or  even  a 
right  to  participate  in  profits  of  the  mem¬ 
ber.**®  Ihe  control  presumption  is  cer¬ 
tainly  not  exclusive.  The  existence  of 
control  was  intended,  and  still  is  in¬ 
tended,  to  be  found  after  consideration  of 
all  the  facts  involved  in  a  particular  re¬ 
lationship.  The  Commission  believes  that 
the  flexibility  inherent  in  the  use  of  the 
term  control  provides  sufficient  latitude 
to  permit  effective  and  substantive  ad¬ 
ministration  of  the  rule. 

THE  COMPETITIVE  EQUATION 

It  was  urged  by  some  commentators 
that  permitting  certain  institutional  ac¬ 
counts  under  discretionary  management 
to  be  considered  noncontrolled  would 
grant  existing  exchange  members  a 
competitive  advantage  over  nonmember 
Investment  managers  for  the  fastest 
growing  area  of  money  msmagement, 
p>enslon  fund  management.**'  The 
broker-manager,  this  argument  held, 
would  be  able  to  offer  the  pension  fund 
trustee  or  employer  company  a  reduced 
fee  which  contemplated  commission  in¬ 
come  generated  by  portfolio  transactions 
for  the  pension  fund  through  the  broker- 
manager.  Since  the  nonmember  does  not 
receive  this  brokerage  Income,  the  argu¬ 
ment  runs,  the  member  will  be  able  to 
underprice  nonmember  Investment  ad¬ 
visers  and  unfairly  capture  a  healthy 
percentage  of  this  investment  manage¬ 
ment  business. 

The  commentators  most  concerned 
with  competitive  equality  for  the  man¬ 
agement  of  pension  funds  were  insurance 
companies.***  Although  pension  fund 
services  offered  by  insurance  companies 
have  almost  as  many  variations  as  there 
are  insurance  companies,  basically  the 
plans  utilize  one  of  two  concepts — money 
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management  through  separate  accounts 
or  insured  pension  plans. 

Under  Rule  19b-2,  any  money  man¬ 
ager,  whether  or  not  the  subsidiary  of 
a  financial  institution  such  as  an  insur¬ 
ance  company  managing  separate  ac¬ 
counts,  will  be  able  to  join  an  exchange, 
if  not  already  a  member,  and  offer  the 
same  price  advantage  to  the  pension  ac- 
coimt  as  that  offered  by  an  existing 
member  firm.  Rule  19b-2  eliminates,  not 
resurrects,  the  “parent  test”  discrimina¬ 
tion  among  exchange  members.  Where 
the  insurance  company,  or  its  subsidiary, 
is  simply  managing  and  investing  pen¬ 
sion  fund  assets  without  any  other  in¬ 
dicia  of  control,  as  is  t3rpically  the  case 
with  a  separate  accoimt,  we  would  con¬ 
sider  transactions  executed  on  an  ex¬ 
change  for  the  account  by  the  Insurer’s 
affiliated  member  to  be  public  business. 
Accordingly,  it  is  difficult  to  see  how  the 
insurance  company  is  placed  at  a  com¬ 
petitive  disadvantage  in  marketing  its 
money  management  services,  so  long  as 
it  is  prepared  to  Join  an  exchange.*" 

On  the  other  hand,  where  an  insur¬ 
ance  company  is  offering  an  insured 
p>ension  plan  to  an  employer  company, 
a  different  result  would  obtain.  Insured 
pension  plans  are  much  like  group  an¬ 
nuity  insurance  contracts:  The  insur¬ 
ance  company  is  selling  insurance,  not 
money  management.  The  insured  pen¬ 
sion  plan  is  funded  by  the  assets  of  the 
insurance  company,  and  it,  not  the  pen¬ 
sion  plan,  bears  the  risk  of  market 
depreciation  and  reaps  the  reward  of 
appreciation.  The  insurance  company 
has  beneficial  and  legal  title  to  the  assets 
funding  the  plan,  and  when  it  invests 
these  assets  it  is  trading  for  its  own 
account,  to  benefit  the  insurer  as  a  cor¬ 
porate  entity. 

Given  this  analysis,  it  is  difficult  to 
see  what  competitive  disadvantage  the 
insurance  company  would  be  imder.  Any 
employer  desiring  the  guarantee  of  in¬ 
surance,  has  only  one  place  to  go:  The 
insurance  industry.*"  Indeed,  under  Rule 
19b-2  the  insurance  company  would  be 
able  to  offer  not  only  the  Insured  pen¬ 
sion  plan  but  also  separate  account 
money  management  with  all  the  price 
advantages  which  accrue  to  combining 
money  management  and  brokerage,  if 
it  seeks  exchange  membership. 

liike  the  insurance  companies,  banks 
also  have  more  competitive  tools  at  their 
disposal  than  broker-managers.  It  is  at 
best  questionable  whether  the  Olass- 
Steagall  Act  **'  or  the  Bank  Holding  Com¬ 
pany  Act  ***  would  prevent  a  bank  from 
establishing  a  subsidiary  to  manage 
money  and  perform  brokerage  on  an  ex¬ 
change  in  order  to  compete  with  the 
brokerage  industry  for  pension  asset 
management  on  a  pricing  basis.  In  addi¬ 
tion.  the  bank  may  offer  a  variety  of  ad¬ 
ditional  services,  for  example,  as  cus¬ 
todian,  transfer  agent,  lender  or  trustee. 
In  some  circumstances,  depending  on  the 
nature  of  the  trust  agreement  or  other 
relationships  the  bank  may  have  with  the 
accoimt,  it  may  be  in  a  legal  control  r^a- 
tionship  with  that  account  (and  might 


even  be  prohibited  by  local  fiduciary  law 
from  performing  brokerage  for  the  ac¬ 
count).  In  other  situations  the  account 
might  be  treated  as  nonaffiliated.  Even 
where  this  is  not  the  case,  however,  the 
control  relationship  will  have  arisen  be¬ 
cause  the  bank  has  determined  that  as  a 
competitive  matter  its  management  serv¬ 
ices  would  be  most  attractive  in  combina¬ 
tion  with  certain  other  services.  That  is 
a  bank’s  choice.  In  any  event  it  should  be 
noted  that  banks  have  traditionally  been 
able  to  offer  a  wide  range  of  services  and 
compete  effectively  in  offering  low  man¬ 
agement  fees  by  spreading  costs  over  a 
variety  of  functions,  even  without  a 
brokerage  subsidiary."’ 

In  sum,  both  a  bank  and  an  Insurance 
company  under  Rule  19b-2  will  be  able 
to  offer  several  options  to  the  employer 
company  or  trustee  of  the  pension  plan. 
Including  reduced  advisory  fees  made 
possible  by  commissions  earned  for  exe¬ 
cution  services  on  an  exchange,  as  well 
as  by  spreading  the  cost  of  money  man¬ 
agement  over  basic  banking  and  insur¬ 
ance  services.  ’The  broker  can  offer  these 
accounts  money  management  in  combi¬ 
nation  with  execution  services.  The  ulti¬ 
mate  beneficiary  of  this  flexibility  in 
combining  various  kinds  of  financial 
services  is  the  consumer.  We  are  not  per¬ 
suaded,  therefore,  that  either  of  these 
respective  classes  of  institutimis  would  be 
competitively  disadvantaged  by  the  use 
in  Rule  19b-2  of  the  concept  of  "control.” 

OFFICERS,  DIRECTORS,  AND  PARTNERS 

Rule  19b-2,  as  proposed  in  Release  No. 
9716,  differed  slightly  from  the  form  in 
which  it  appeared  in  a  letter  from  Chair¬ 
man  William  J.  Casey  to  the  presidents 
of  the  registered  national  securities  ex¬ 
changes  (May  26,  1972)  in  its  treatment 
of  officers,  directors,  and  partners.  While 
the  original  rule  specifically  deemed  all 
such  persons  to  be  “affiliated”  the  re¬ 
vision  abandoned  the  per  se  approach; 
“affiliation”  was  to  be  determine  by  the 
actual  presence  or  absence  of  "control.” 
’Hie  Commission  invited  comments  on 
this  revision  of  the  original  rule.*** 

Many  of  the  comments  opposed  the  au¬ 
tomatic  inclusion  of  such  persons  in  the 
“affiliated”  category  and  advocated  a 
reliance  on  a  finding  of  actual  control  as 
the  test  of  .'■.ffillatlon.*** 

One  commentator  supported  the  con¬ 
trol  test  for  these  persons  because  of  the 
regulatory  and  operational  problems  that 
otherwise  would  be  created.*^  For  exam¬ 
ple,  as  a  practical  matter,  in  certain 
firms  hundreds  of  individuals  could  con¬ 
ceivably  be  considered  officers,  depend¬ 
ing  on  one’s  definition.  Considering  the 
trading  of  such  persons  as  nonpublic 
business  would  unfairly  penalize  some 
member  organizations,  this  view  held,  by 
Inflating  their  affiliated  business. 

In  addition,  it  was  urged  that  to  con¬ 
sider  the  business  of  such  persons  as 
“affiliated,”  absent  a  control  relationship, 
would  presumably  encourage  such  per¬ 
sons  to  trade  outside  their  own  firms  so 
as  to  avoid  any  adverse  impact  on  the 
computation  of  the  80-20  test.*"  ’Hiis  re¬ 
sult,  the  argument  continued,  would 


create  surveillance  and  compliance  prob¬ 
lems  for  member  firms  and  would  under¬ 
mine  the  self -regulatory  responsibility  of 
the  member.  For  these  reasons,  some 
commentators  believed  that  all  officers, 
directors,  and  partners  should  be  specifi¬ 
cally  excluded  from  the  definition  of  affil¬ 
iated  person,  regardless  of  the  presence 
or  absence  of  control,  so  that  such  per¬ 
sons  would  have  no  disincentives  to  trade 
through  their  own  firm. 

Several  commentators  suggested  that 
business  for  such  persons  should  be  “neu¬ 
tralized,”  l.e.,  included  in  neither  the 
public  nor  nonpublic  portion  of  a  firm’s 
business.*^  Another  commentator  pro¬ 
posed  that  only  if  the  volume  of  transac¬ 
tions  for  such  persons  exceeded  the  point 
where  it  would  no  longer  be  considered 
incidental  to  the  member  firm’s  public 
brokerage  business,  say  5  percent  of  total 
volume,  should  it  be  considered  affiliated 
business.*" 

Other  commentators  were  critical  of 
the  proposed  revision  of  this  clause,  pre¬ 
ferring  the  per  se  inclusion  of  such  per¬ 
sons.*®*  The  distinction  between  officers 
and  directors  in  control,  one  commenta¬ 
tor  urged,  and  other  officers  and  directors 
is  meaningless  in  terms  of  the  rationale 
for  Rule  19b-2.*“  In  both  instances  the 
trading  is  for  an  equally  private  purpose 
and  the  temptation  to  favor  the  officer 
or  director  is  equaly  compelling. 

Although  we  have  some  sympathy  with 
the  view  that  for  regulatory  purposes  a 
member  should  be  trading,  if  he  trades 
at  all,  through  his  own  firm,  present  ex¬ 
change  regulations  does  not  require  such 
a  result.*®*  Moreover,  the  basic  premise  of 
Rule  19b-2  is  that  a  member  organiza¬ 
tion  must  be  engaged  principally  in  a 
public  securities  business  and  not  en¬ 
gaged  principally  in  the  business  of  exe¬ 
cuting  transactions  for  officers  of  the 
Ann.  Nonetheless,  we  believe  a  distinction 
must  be  made  between  principal  officers, 
partners  and  stockholders  and  mere  em¬ 
ployees  of  the  firm.  It  is  those  persons 
with  the  power  of  control  over  the  affairs 
and  operation  of  a  member  whose 
securities  transactions  should  not  be 
deemed  “public.”  Accordingly,  Rule 
19b-2  has  been  revised  specifically  to  in¬ 
clude  in  the  definition  of  an  “affiliated 
person”  a  principal  officer,  stockholder 
or  partner  of  a  member  organization.*" 
A  principal  officer  is  defined  further  to 
mean  the  president,  executive  vice 
president,  treasurer,  secretary,  or  any 
other  person  performing  a  similar  func¬ 
tion  for  an  incorporated  or  unincorpo¬ 
rated  organization.  A  principal  stock¬ 
holder  or  partner  is  any  natural  person 
actively  engaged  in  the  business  of  the 
member  and  beneficially  owning  directly 
or  indirectly  more  than  5  percent  of  the 
outstanding  voting  securities  of  a  mem¬ 
ber  organization  or  having  the  right  to 
participation  to  the  extent  of  more  than 
5  percent  in  the  profits  of  such  person. 
Other  accounts  in  which  such  persons 
have  a  direct  or  material  indirect  bene¬ 
ficial  Interests  are  also  included.*" 
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TRANSACTIONS  FOR  FOREIGN  AFFILIATES 

A  special  problem  arises  in  the  applica¬ 
tion  of  proposed  Rule  19b-2  to  the  securi¬ 
ties  business  conducted  by  foreign-ccai- 
trolled  members  of  UJ5.  exchanges.  This 
problem  relates  to  the  proper  treatment 
under  the  80-20  test  of  orders  which  a 
foreign  parent  places  with  its  U.S.  sub¬ 
sidiary.  Some  orders  placed  by  the  foreign 
parent  may  be  for  its  own  account  or  the 
account  of  an  affiliated  person  (e.g.,  a 
managed  mutual  fund) .  while  others  may 
be  for  the  account  of  unaffiliated  public 
customers  of  the  parent."*  The  question 
which  the  Commission  has  addressed  is 
whether  such  orders  of  the  foreign  parent 
should  be  deemed  categorically  to  be 
“affiliated”  business  merely  because  they 
are  invaribly  carried,  for  purposes  of  con¬ 
venience  of  confidentiality,  in  the  par¬ 
ent’s  name,  or  whether  it  is  appropriate 
to  permit  or  require  the  exchanges,  in 
administering  the  80-20  test,  to  examine 
the  origin  and  nature  of  such  orders  to 
determine  whether  they  should  be  classi¬ 
fied  as  unaffiliated  ^public)  or  affiliated 
(nonpublic)  business."* 

One  commentator  expressed  the  view 
that  because  of  the  foreign  parent- 
member  firm  relationship  all  orders  in 
the  name  of  the  parent  are  not  effected 
“for  or  with  persons  other  than  affiliated 
persons”.*"  The  anomaly  of  Uiis  approach 
Is  best  illustrated  by  observing  the  op¬ 
posite  case — a  domestic  member  finn 
with  a  foreign  brokerage  subsidiary 
(which  might  be  a  bank  or  an  ordinary 
broker).  A  literal  application  of  Rule 
19b-2  would  treat  all  orders  in  the  subsid¬ 
iary’s  name  as  affiliated  orders,  even 
though  they  are  public  orders  generated 
abroad  for  completely  unaffiliated 
customers. 

Regardless  of  how  this  issue  is  resolved, 
two  additional  questions  remain: 
Whether  foreign  broker-dealers  or  insti¬ 
tutions  should  be  able  to  obtain  member¬ 
ship  through  subsidiaries  on  U.S.  ex¬ 
change  markets  for  execution  of  these 
public  agency  orders  and.  If  such  mem¬ 
bership  is  permitted,  whether  exchanges 
will  be  able  to  assure  themselves  that 
orders  executed  by  a  U.S.  subsidiary  of  a 
foreign  entity  designated  as  public 
securities  business  are  In  fSMit  orders  for 
unaffiliated  customers  of  the  foreign 
entity. 

At  the  present  time  all  exchanges  have 
members  affiliated  with  foreign  entities, 
although  some  exchanges  have  rules  gen¬ 
erally  designed  to  discourage  these  rela¬ 
tionships."*  'The  Commission  is  not  now 
prepcu-ed  to  mandate  that  all  exchanges 
must  permit  such  members  or  that  all 
exchanges^  must  not.  This  issue  needs 
more  study  and  smalysis.  Indeed,  experi¬ 
ence  with  the  operation  and  administra¬ 
tion  of  Rule  19b-2  with  regard  to  those 
exchanges  currently  having  such  mem¬ 
bers  may  shed  some  valuable  light  on  the 
advisability  or  feasibility  of  either  ap¬ 
proach. 

Presently,  therefore,  the  Commission 
is  inclined  to  Interpret  Rule  19b-2  to 
classify  business  placed  by  a  foreign 

See  footnotes  at  end  of  document. 


parent  for  its  own  a(x:ount  or  for  the 
accoimt  of  affiliated  persons  as  nonpublic 
business  but  to  per^t  classification  of 
business  for  unaffiliated  customers  of  the 
foreign  parent  as  public  business:  Pro¬ 
vided.  however.  That  an  exchange  will 
be  able  to  satisfy  itself  and  the  Commis¬ 
sion  that  such  classification  is  accurate. 

A  suggestion  made  by  one  commenta¬ 
tor  to  accomplish  this  verification  ^ould 
be  for  the  exchange  involved  to  rely  on  a 
certification  of  the  member  and  its  par¬ 
ent  as  to  the  nature  of  the  particular 
business  involved."*  The  Commission 
does  not  believe,  despite  the  integrity  of 
the  foreign  entitles  involved,  that  a  self- 
serving  document  such  as  that  suggested 
should  replace  the  self-regulatory  re¬ 
sponsibility  of  an  exchange  to  enforce 
Rule  19b-2.  Another  possibility  would  be 
a  limited  waiver  of  any  applicable  secrecy 
laws  or  other  confidential  relationship 
for  the  purpose  of  permitting  limited 
audits  or  inspections  of  the  parent’s  un¬ 
derlying  records  by  representatives  of  the 
exchange  in  question  or,  possibly,  a  re¬ 
sponsible,  disinterested  third  party  such 
as  a  public  accounting  firm  or  a  regula¬ 
tory  body  of  the  foreign  parent’s 
domicile. 

These  approaches  and  others  should 
be  considered  by  the  exchanges  and  Com¬ 
mission  to  determine  whether  any  veri¬ 
fication  program  would  prove  adequate. 
It  must  be  emphasized  that  an  exchange 
desiring  to  permit  a  member  to  execute 
brokerage  transactions  for  a  foreign 
affiliate  must  bear  the  burden  of  satisfy¬ 
ing  the  Commission  that  all  foreign- 
related  inspection  programs  are  realis¬ 
tically  designed  and  are  being  actively 
enforced- 

C.  Mechanics 
pniforhitt 

Policy  Question  No.  2  in  Securities  Ex¬ 
change  Act  Release  No.  9716  solicited 
views  on  the  extent  to  which  each  ex¬ 
change  should  be  required  to  adopt  an 
identical  rule."*  Comments  on  the  rule 
ranged  from  suggestions  that  the  rule 
should  be  strictly  uniform  to  suggestions 
that  the  rule  should  permit  maximum 
variation. 

The  Commission  believes  that  each  ex¬ 
change  should  adopt  a  rule  identical  to 
Rule  19b-2  with  technical  variations  per¬ 
mitted  only  to  make  the  language  of  the 
rule  not  inconsistent  with  the  langusige 
of  existing  exchange  rules.  The  Commis¬ 
sion  staff  will  consider  each  exchange 
variation  or  any  proposed  additions  to 
the  basic  language  of  the  rule  during  the 
course  of  its  review  under  Securities  Ex¬ 
change  Act  Rule  17a-8  and  will  deter¬ 
mine  whether  such  changes  or  additions 
comply  with  the  fundamental  purpose  of 
Rule  19b-2. 

The  Commission  recognizes  that  some 
aspects  of  Rule  19b-2,  as  adopted  by  the 
exchanges,  will  require  Interpretation, 
most  notably  application  of  the  term 
“affiliated  person.”  Rule  19l>-2  not  only 
requires  exchanges  to  adopt  a  particular 
rule  but  also  that  they  enforce  Its 
terms.*"  In  order  to  insure  that  such  en¬ 


forcement  is  carried  out  vigorously  and 
uniformly,  a  new  subsection  (d)  has  been 
added  to  the  rule,  sp>ecifying  that  it  is  a 
violation  of  Rule  19b-2  for  an  exchange 
to  fail  to  enforce  its  rules  or  to  fail  to 
require  compliance  by  its  members  with 
any  phase-in  plan  they  may  file  with  the 
exchange.*"  Thus,  we  expect  the  ex¬ 
changes  to  discuss  in  advance  all  sig¬ 
nificant  interpretations  of  the  rule  with 
our  staff  -to  insure  a  basic  uniformity  of 
interpretation  among  the  various 
exchanges. 

PHASE-ZN 

A  number  of  exchanges  presently  have 
members  not  engaged  in  a  public  securi¬ 
ties  business.  Clearly.  Rule  19b-2  must 
apply  evenhandedly  to  all  exchange 
members,  regrardless  of  when  they  joined 
a  particular  exchange.  Accordingly,  Pol¬ 
icy  Question  No.  6  requested  views  on  the 
appropriate  phase-in  period  for  members 
not  currently  so  engaged.*"  The  com¬ 
ments  on  suggested  phase-in  approaches 
refiect  every  conceivable  approach  and 
no  consensus.  While  the  Commission  is 
inclined  to  seek  a  prompt  resolution  of 
the  issues  discussed  herein,  it  also  real¬ 
izes  that  some  entities  have  sought  mem¬ 
bership  on  an  exchange  in  good  faith 
reliance  on  existing  law  or  policy.  We 
believe  it  is  appropriate  to  grant  current 
members  not  in  compliance  with  the  rule 
3  years  in  which  to  order  their  affairs 
appropriately.  A  subsection  which  so  pro¬ 
vides  therefore  has  been  added  to  Rule 
19b-2.*" 

As  we  have  shown  in  this  section.  Rule 
19b-2  as  adopted  is  designed  as  a  work¬ 
able,  flexible  regulatory  tool  Intended  to 
encourage  competition  in  providing  serv¬ 
ice  to  the  investing  public  and  to  insure 
that  the  Nation’s  securities  exchanges 
are  utilized  for  public  purposes,  consist¬ 
ent  with  the  intent  of  Congress. 

IX.  Competitive  Considerations. 
Throughout  our  consideration  of  those 
issues  which  concern  the  structure  of  the 
securities  markets,  the  Commission  has 
considered  carefully  the  competitive 
ramifications  of  the  various  alternatives 
presented. As  we  noted  in  1941,  “Con¬ 
gress  has  given  expression  to  the  policy 
of  fostering  competition  among  ex¬ 
changes  and  of  keeping  such  competition 
fair.”  Even  In  a  highly  regulated  in¬ 
dustry  such  as  the  securities  industry, 
competition  is  important  to  maintain  the 
Integrity  of  the  industry  and  the  quality 
of  service  and  products  offered  to  ^e  in¬ 
vesting  public.  We  remain  committed  to 
this  principle. 

Nevertheless,  the  fact  that  an  industry 
Is  regulated,  or  even  self-regulated  to 
some  extent,  also  reflects  a  congressional 
determination  that  competition  is  not 
always  the  sole  satisfactory  answer  to 
complex  problems.*^*  Sometimes,  those 
who  urge  greater  “competition”  simply 
may  mean  less  regulation  and  greater  in¬ 
dustry  freedom  to  pursue  any  course  of 
business  conduct,  whether  or  not  it  may 
otherwise  be  compatible  with  the  public 
Interest.  As  we  already  have  seen,*^*  the 
purpose  underlying  the  enactment  of  the 
Securities  Exchange  Act  was  to  vest  in 
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this  agency  broad  authority  to  regulate 
an  otherwise  unrestrained  industry. 

Competition  and  regulation  are  not, 
how'ever,  inconsistent  or  mutually  exclu¬ 
sive  goals;  to  view  the  matter  otherwise 
would  be  to  suggest  that  competition  is 
merely  a  synonym  for  a  “laissez  faire” 
attitude,  and  we  are  well  aware  that  that 
approach  has  long  ago  been  rejected. 
But  the  Securities  Exchange  Act,  with 
its  scheme  of  governmental  regulation 
as  well  as  self-regulation,  necessarily 
contemplates  that  certain  curbs  on  com¬ 
petition  may,  depending  on  the  circum¬ 
stances,  be  either  necessary  or  desirable 
for  the  protection  of  investors."’ 

We  concur,  therefore,  in  the  sugges¬ 
tions  of  a  number  of  commentators  "* 
that  the  Commission  should  carefully 
weigh  the  impact  of  its  determinations 
on  industry  competition  in  determining 
whether  Rule  19b-2  should  be  adopted, 
and  we  have  done  so.  We  note  generally, 
however,  that  the  need  to  consider  com¬ 
petitive  factors  and  the  weight  such  fac¬ 
tors  are  to  be  given  will  vary,  depending 
on  the  subject  matter  imder  scrutiny  by 
the  Commission.*” 

But  our  review  of  regulatory  proposals, 
especially  our  own,  must  be  made  in  ac¬ 
cordance  with  the  aims,  philosophy,  pro¬ 
visions,  spirit,  and  legislative  history  of 
the  Securities  Exchange  Act.  Any  action 
we  take  must  be  necessary  or  appropri¬ 
ate  *”  to  meet  the  standards  of  that  Act 
and  no  other.  While  we  discuss  appli¬ 
cable  antitrust  decisions  of  various  courts 
below,*”  we  think  it  important  to  note  at 
the  outset  that  the  public  interest  is 
guarded  through  the  Commission’s  abil¬ 
ity  and  responsibility  to  weigh  proposals 
for  regulatory  action  against  the  Con- 
gre.ssional  mandate  reflected  in  the  Secu¬ 
rities  Exchange  Act.  While  we  And  that 
due  consideration  should  be  given  here  by 
the  Commission  to  anticompetitive  con¬ 
siderations,  there  is  no  occasion  before 
either  Jthe  Commission  or  any  other 
forum  for  direct  application  of  the  anti¬ 
trust  laws.*™  In  “Silver  v.  New  York  Stock 
Exchange,”  *™  where  the  Court  only  dis¬ 
cussed  self-regulatory  actions  taken  by 
exchanges,  not  Commission  action  taken 
pursuant  to  its  authority  imder  the  Secu¬ 
rities  Exchange  Act,  the  Court  seemingly 
spoke  to  this  issue: 

The  absence  of  Commission  jurisdiction, 
besides  defining  the  limits  of  the  Inquiry, 
contributes  to  Its  solution  •  •  ‘.By  provid¬ 
ing  no  agency  check  on  exchange  behavior  In 
particular  cases.  Congress  left  the  regulatory 
scheme  subject  to  the  Influences  of  •  •  • 
(improper  collective  action)  over  which  the 
Commission  has  no  authority  but  which  If 
proven  to  exist  can  only  hinder  the  Commis¬ 
sion  in  the  tasks  with  which  It  Is  confronted 
•  •  • .  Should  review  of  exchange  self-regula¬ 
tion  be  provided  through  a  vehicle  other  than 
the  antitrust  laws,  a  different  case  as  to  anti¬ 
trust  exemption  would  be  presented."* 

Our  analysis,  in  this  regard,  recently 
was  confirmed  in  “Robert  W.  Stark,  Inc. 
v.  New  York  Stock  Exchange,  Inc.”,*“ 
w’here  the  court  noted: 

This  Court  concludes  that  there  Is  ade¬ 
quate  power  In  the  SEC  to  take  all  steps 
necessary  with  respect  to  the  access  of  In¬ 


stitutional  Investors  to  the  NYSE  and  further 
believes  that  this  Court  should  take  no  step 
In  private  litigation  which  might  In  any  way 
prejudice  the  effectiveness  of  such  a  scheme, 
or  create  any  grandfather  rights  for  plain¬ 
tiffs,  or  otherwise  Impair  by  Implication  or 
otherwise,  the  full  and  complete  right  and 
power  of  the  SEC  to  do  the  regulatory  work 
for  which  It  was  constituted,  in  an  area  of 
market  action  which  cries  out  for  some  ra¬ 
tional  plan. 

If  and  when,  after  full  administrative  pro¬ 
cedures  the  SEC  does  impose  such  a  rule.  It 
wUl  be  subject  to  judicial  review  at  the  In¬ 
stance  of  any  exchange  or  any  member 
thereof,  as  an  agency  action,  under  the  Ad¬ 
ministrative  Procedures  Act,  6  U.S.C.  sections 
702  and  704,  and  possibly  also,  to  the  extent 
of  claims  of  ultra  vires,  or  that  constitutional 
rights  have  been  violated  by  an  action  for 
declaratory  judgment.*'** 

In  order  to  weigh  competitive  impacts 
of  proposed  regulatory  action,  it  has  been 
suggested  by  the  Antitrust  Division  of  the 
Department  of  Justice  that  the  first  in¬ 
quiry  should  be: 

Whether  the  practice  Is  Illegal  under  tra¬ 
ditional  antitrust  concepts — l.e.,  does  It  have 
the  requisite  anticompetitive  effect?  If  not, 
that  Is  the  end  of  the  inquiry."* 

We  have  reviewed  our  proposed  regu¬ 
latory  action  and  do  not  And  that  its  im¬ 
pact  is  or  will  be  anticompetitive.  It  is 
significant  to  consider  who  shall  be  re¬ 
quired  to  compete  and  for  whose  benefit 
competition  is  required.  Under  a  regula¬ 
tory  statute,  competition  can  be  found  to 
be  in  the  public  interest  only  so  long  as 
the  public,  and  not  some  special  interest 
groups,  are  the  ultimate  beneficiaries. 
On  balance,  we  believe  the  impact  of 
Rule  19b-2  will  be  to  foster  meaningful, 
as  opposed  to  artificial,  competition,  to 
the  benefit  of  all  public  Investors. 

First,  the  Commission’s  rule  requires 
the  abolition  of  barriers  no  longer  mean¬ 
ingful  to  exchange  membership,  such  as 
the  so-called  parent  test.*“  The  fact  that 
a  would-be  exchange  member  may  be 
affiliated  with  or  a  subsidiary  of  a  finan¬ 
cial  institution  or  other  entity  not  pri¬ 
marily  engaged  in  the  securities  business 
will  no  longer  serve  to  defeat  attempts  to 
obtain  exchange  membership.  Second, 
under  the  rule,  the  only  requirement  for 
exchange  membership,  other  than  req¬ 
uisite  financial  capacity  and  competence 
to  perform  traditional  brokerage  func¬ 
tions,  *“  will  be  a  demonstrated  commit¬ 
ment  on  the  part  of  all  exchange  mem¬ 
bers  to  comp>ete  for  the  public’s  securities 
business.  We  do  not  perceive  any  way  in 
which  such  a  requirement,  which  fosters 
competition  for  exchange  brokerage  dol¬ 
lars,  is  in  any  way  repugnant  to  tradi¬ 
tional  antitrust  concepts,  and  none  has 
been  demonstrated.** 

Traditionally,  and  by  statute,  anti¬ 
competitive  activities  are  those  which 
reflect  a  combination  or  conspiracy  de¬ 
signed  to  deny  access  to  important  busi¬ 
ness  advantages.*"  Here,  not  only  are  the 
essential  elements  of  such  a  conspiracy 
or  combination  absent,**  but  the  Supreme 
Court  has  stated  that: 

•  •  •  where  a  restraint  upon  trade  or 
monopolization  is  the  result  of  valid  gov¬ 
ernmental  action,  as  opposed  to  private  ac¬ 


tion,  no  violation  of  the  (Sherman  Antitrust) 
Act  can  be  made  out."* 

We  know  of  no  precept  of  law  or  policy, 
enunciated  congressionally  or  judicially, 
that  requires  us,  in  structuring  the  secu¬ 
rities  industry  for  the  future,  to  grant 
competitive  advantages  to  one  class  of 
investors  at  the  expense  of  another  solely 
because  of  financial  position.  Indeed, 
there  exists  a  risk  of  monopolistic  con¬ 
sequences  if  large  economic  interests  are 
permitted  an  advantage  over  small  com¬ 
petitors  solely  because  of  their  size.**® 
’The  basic  rule  fashioned  under  the  aegis 
of  the  antitrust  courts  is  that  those  who 
control  an  essential  resource  must  grant 
access  to  it  on  equal  and  nondiscrimina- 
tory  terms  to  all  those  in  the  trade.*” 

Here,  we  have  taken  constructive  steps 
to  open  access  to  exchange  membership 
to  all  persons  on  an  equal  basis,  a  basis 
that  is  consonant  with  the  legislatively 
mandated  purposes  of  exchanges*”  and 
that  fosters  or  increases  competition  in 
an  industry  where  meaningful  competi¬ 
tion  has  taken  on  qdded  significance. 
Access  to  exchange  membership,  after 
the  effective  date  of  Securities  Exchange 
Act  Rule  19b-2,  will  be  available  on  equal 
terms  to  all  persons;  and  existing  ex¬ 
change  members  engaging  in  money 
management  endeavors  will  stand  in  no 
different  stead  than  other  money  man¬ 
agers  which  seek  to  become  exchange 
members.  As  one  of  the  draftsmen  of 
the  bill  that  led  to  the  adoption  of  the 
Securities  Exchange  Act  testified: 

The  only  interest  the  public  has  in  a  stock 
exchange  is  that  it  should  be  a  place  where 
the  outside  public  can  buy  and  sell  its 
stocks.  There  is  no  public  Interest  to  be  served 
by  giving  an  inside  seat  to  a  small  group 
of  men  who  are  trading  for  their  own  ac¬ 
count  •  *  ♦.  (T]here  is  no  reason  why  men 
interested  in  trading  for  their  own  account 
should  not  trade  on  the  outside  through  a 
broker,  and  pay  a  commission.  You  and  I 
pay  a  commission  for  it."* 

Finally,  the  Commission’s  efforts  today 
must  be  viewed  in  their  proper  context — 
the  goal  of  the  establishment  of  a  viable 
central  market  system  for  listed  securi¬ 
ties  designed  to  promote  and  operate 
on  the  basis  of  fair  competition. 

In  our  “Policy  Statement”,*”  w*e  called 
for  the  development  of  a  central  market 
system  for  listed  secmities  predicated 
upon  competitive  considerations,*”  and 
defined  such  a  system  in  the  following 
manner: 

The  term  “central  market  system”  refers 
to  a  system  of  communications  by  which  the 
various  elements  of  the  marketplace,  be  they 
exchanges  or  over-the-counter  markets,  are 
tied  together.  It  also  includes  a  set  of  rules 
governing  the  relationships  which  will 
prevaU  among  market  participants.  To  man¬ 
date  the  formation  of  a  central  market  sys¬ 
tem  is  not  to  choose  between  an  auction 
market  and  a  dealer  market.  Both  have  an 
essential  function  and  both  must  be  put 
to  work  together  and  not  separately  in  the 
new  system."* 

Securities  Exchange  Act  Rule  19b-2 
will  assist  us  in  remedying  the  problems 
that  today  are  prevalent  in  the  securities 
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industry  which  impede  the  development 
of  such  a  central  market  system. 

In  our  Institutional  Investor  Study,** 
we  found,  among  other  things  that  finan¬ 
cial  institutions  tend  to  concentrate  their 
portfolios  of  equity  securities  in  common 
stocks  issued  by  ccnnpanles  listed  on  the 
New  York  Stock  Exchange,**®  and  that 
the  ability  of  regional  exchanges  to  com¬ 
pete  with  the  so-called  “primary  ex¬ 
changes”  was  not  predicated  upon  true 
competitive  considerations — for  example, 
attractive  regional  offerings,  stock  price 
competition  in  dually  traded  securities  or 
service  competition.  Rather,  competition 
was,  to  a  large  extent,  based  upon  the 
combination  of  (1)  the  maintenance  by 
all  exchanges  of  fixed  minimum  com¬ 
mission  rates;  (2)  the  lack  of  volume 
discounts;  smd  (3)  the  offer  by  the  re¬ 
gional  exchanges  of  an  “easy”  way  to 
evade  an  artificial  minimum  commission 
rate — the  purchase  of  an  exchange 
“seat,”  entitling  the  holder  to  save  or 
redirect  commissions  in  ways  not  other¬ 
wise  available,**  benefits  apparently  not 
passed  on  at  that  time  in  any  meaning¬ 
ful  degree  to  any  beneficiaries  of  the 
institutions."” 

Competition  predicated  upon  artificial 
barriers  to  free  access  in  the  exchange 
markets  such  as  we  have  discussed  not 
only  is  Illusory,  but,  in  our  view,  is  harm¬ 
ful  to  all  public  Investors.  We  have  seen 
that  large  institutions  tend  to  prefer 
those  securities  listed  on  the  New  York 
Stock  Exchange;  the  central  market  sys¬ 
tem  will  insure  that  the  regional  ex¬ 
changes  have  a  real  opportunity  to  de¬ 
velop  competitive  markets  for  these  se¬ 
curities.  But  that  comi>etition  should  not 
be  wigendered  by  devices  that  deprecate 
the  integrity  of  the  markets  generally. 
In  om  view,  competition  should  be  pred¬ 
icated  upon  factors  such  as  securities 
price,  research,  execution,  and  other 
services.  There  does  not  appear  to  us  to 
be  any  regulatory  justification  for  main¬ 
taining  fixed  minimum  commission  rates 
on  large  orders  while  at  the  same  time 
competing  in  permitting  large  Investors 
to  circumvent  these  rates  by  becoming 
members  of  exchanges.  Rule  19b-2  in¬ 
sures  that  real  competition  between  ex¬ 
changes""  will  be  fostered  on  a  mean¬ 
ingful  basis — and  will  redoimd  to  the 
benefit  of  all  Investors,  large  or  smalL 
We  therefore  cannot  concur  in  the 
suggestion,  posited  by  some  commen¬ 
tators,®”  that  Rule  19^2  will  have  anti¬ 
competitive  impacts.®” 

While  w'e  are  persuaded  that  Rule 
19b-2  will  foster  competition  in  the  se¬ 
curities  industry,  we  think  it  Is  appro¬ 
priate  to  consider  some  of  the  specific 
objections  raised.  Some  commentators, 
who  have  questioned  the  competitive 
ramifications  of  Rule  19b-2,  have  prem¬ 
ised  their  discussion  on  the  assumption 
that  the  rule  is  designed  solely  or  pri¬ 
marily  to  perpetuate  the  fixed  minimum 
commissicm  rate  structure.®”  Although 
we  do  not  believe  the  rule  would  result  in 
anticompetitive  impacts  even  if  that 
were  the  case,  we  already  have  indi¬ 
cated  ®”  that  Rule  19b-2  is  one  of  a  ser- 

See  footnotes  at  end  of  document. 


les  of  attempts  to  restructm-e  the  secur¬ 
ities  markets  as  they  exist  today,  as  well 
as  an  attempt  to  promote  competition 
by  premising  access  to  exchange  mem¬ 
bership  on  appropirate  regulatory 
grounds.  We  believe  the  rule  stands 
firmly  on  that  footing.®"  The  rule  is  not 
now  and  never  was  Intended  to  be  a 
means  of  preserving  fixed  commission 
rates. 

Nevertheless,  it  is  clear  that  the  rule 
Is  intertwined  with  the  question  of  fixed 
rates,  to  some  extent""  We  have  com¬ 
mitted  ourselves  to  a  gradual  reduction 
in  the  breakpoint  at  which  commission 
charges  on  institutionalized  orders 
should  be  determined  by  negotiation.®" 
But  we  have  learned  of  the  drastic  re¬ 
sults  generated  by  precipitous  changes 
in  economic  conditions  in  the  Industry, 
especially  wdth  respect  to  the  continued 
viability  of  brokerage  firms.®"  Accord¬ 
ingly,  we  have  determined  to  analyze 
thoroughly  the  impacts  that  reductions 
in  commission  charges  have  for  the  in¬ 
dustry.  before  we  proceed  to  lower 
further  the  breakpoint  at  which  such 
rates  may  be  negotiated,®"  and  we  note 
the  general  concurrence  of  most  com¬ 
mentators  on  the  appropriateness,  from 
a  regulatory  as  well  as  competitive  view¬ 
point,  of  this  com^  of  action.*^  We  do 
not,  therefore,  perceive  any  basis  upon 
which  it  may  be  concluded  that  our  rule 
is  anticompetitive. 

We  also  reject  the  suggestion*"  that 
Rule  19b-2  creates  Incentives  for  large 
conglomerates  to  diversify  into  the  se¬ 
curities  industry,  and  that  the  likelihood 
of  such  occurrences  makes  the  rule  anti¬ 
competitive.  The  entry  of  institutions 
into  the  brokerage  business,  provided 
they  are  willing  to  compete  for  the  pub¬ 
lic’s  business,  is  beneficial  to  the  indus¬ 
try,  for  it  carries  with  it  an  infusion  of 
new  capital®"  and  provides  additional 
firms  willing  to  compete  for  the  public’s 
brokerage  dollar.  To  the  extent  that  the 
entry  of  such  conglomerates  could  sig¬ 
nal  a  contraction  in  the  number  of  bro¬ 
kerage  firms,  as  some  commentators 
predict,  we  believe  regulatory  authority 
exists  to  cope  with  that  problem  at  such 
a  time.'"* 

A  contention  also  has  been  made  *" 
concerning  the  possibility  that  Rule 
19b-2  may  disadvantage  certain  groups, 
such  as  insurance  companies,  which  may 
wish  to  compete  with  existing  exchange 
members  which  provide  brokerage  serv¬ 
ices  for  pension  fimds  or  other  discre¬ 
tionary  accoimts.  We  find  that  no  com¬ 
petitive  disadvantage  need  result  under 
our  rule,  since  the  rule  (derates  equally 
to  permit  all  money  managers  and  others 
to  perform  brokerage  services  for  these 
Institutional  clients.  Our  conclusions  in 
this  regard  are  set  forth  in  detail  above.®" 

Finally,  it  has  been  suggested  that  the 
Commission’s  rule  does  not  eliminate  the 
existence  of  preferred  access  rates  made 
available  by  some  exchanges  to  various 
institutions,  and  that  fact  is  said  to  cre¬ 
ate  competitive  disadvantages  for  those 
exchanges  which  do  not  have  such  pre¬ 
ferred  access  rates  but  which  now  must 
comply  with  Rule  19b-2.®"  We  already 


have  described  the  overall  competitive 
impact  of  our  rule.  The  existence  of 
other  devices  which  may  be  put  to  In¬ 
appropriate  uses  does  not  convert  a  rule 
which,  on  the  whole,  fosters  competition 
into  one  that  does  not;  but  it  does 
suggest  the  need  to  reconsider  the  im¬ 
pact  of  exchange  rules  which  could  be 
used  in  such  a  manner,  to  determine 
whether  they  are  compatible  with  the 
poUcies  we  seek  to  implement  today.  We 
already  have  commenced  such  a  review, 
and  we  will  seek  the  assistance  of  the 
exchanges  and  other  interested  persons 
in  determining  whether  exchange  rules 
establishing  preferred  access  rates  for 
institutions  and  other  classes  of  cus¬ 
tomers  should  be  altered,  modified  or 
rescinded.*" 

Since  we  conclude  tha-  Rule  19b-2  will, 
on  balance,  foster,  rather  than  retard, 
competition,  we  presumably  could  end 
our  consideration  of  competitive  factors 
at  this  juncture.  Nevertheless,  even  if  it 
'  were  assumed  that  our  rule  has  anticom¬ 
petitive  impacts.  Rule  19b-2  is  an  appro¬ 
priate  exercise  of  our  broad  policymaking 
functions. 

The  only  Supreme  Court  case  to  con¬ 
sider  directly  the  proper  appoach  to  a 
reconciliation  of  regulatory  action  taken 
under  the  Securities  Exchange  Act  and 
the  antitrust  laws  is  “Silver  v.  New  York 
Stock  Exchange.”  ®"  But  it  must  be  noted 
at  the  very  outset  that  the  Silver  case 
was  extremely  limited  on  its  facts — it  in¬ 
volved  review  of  self- regulatory  actions 
taken  by  an  exchange,  action  which  the 
Court  believed  could  not  be  reviewed  by 
this  Commission*" — and  limited  in  its 
holding — it  merely  held  that  an  exchange 
could  not  deprive  a  nonmember  of  a  busi¬ 
ness  advantage  previously  enjoyed  with¬ 
out  fair  procedures.*”  The  Court  in 
“Silver”  did  not  consider  situations  in 
which  self-regulatory  action  weis  re¬ 
viewed  by  this  Commission  or  regulatory 
action  prescribed  by  this  Commission  af¬ 
ter  detailed,  thorough  and  lengthy  ad¬ 
ministrative  proceedings.  Indeed,  it  ex¬ 
plicitly  left  certain  of  these  questions 
open.®”  In  a  recent  decision,  the  Supreme 
Court  noted  the  limited  applicability  of 
the  “Silver”  decision.  See  “Ricci  v. 
Chicago  Mercantile  Exchange.”*” 

In  any  event,  in  “Silver”,  the  Supreme 
Court  stated  that  the  antitrust  laws  were 
to  be  deemed  repealed  by  the  Securities 
Exchange  Act,  under  the  following  test: 

Repeal  Is  to  be  regarded  as  Implied  only  If 
necessary  to  make  the  Securities  Exchange 
Act  work,  and  even  then  only  to  the  mini¬ 
mum  extent  necessary.  This  la  the  guiding 
principle  to  reconciliation  of  the  two  statu¬ 
tory  schemes.'* 

As  we  discuss  below,  we  do  not  believe 
that  test  should  be  construed  literally  or 
applied  to  the  Commission’s  endeavors.®" 

We  have  seen  that  Congress  vested 
broad  authority  in  the  Commission  to 
regulate  exchanges.®"  While  we  disagree 
with  the  views  expressed  by  some  lower 
courts  *"  and  commentators  **  that  self- 
regulatory  acts  of  exchanges  subject  to 
the  Commission’s  jurisdiction  and  re¬ 
view  may,  nonetheless,  be  reviewed  by  a 
court  applying  antitrust  principles  in  an 
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antitrust  suit,  that  Issue  is  not  raised  by 
oiu”  action  today.*"  For  here,  we  have 
taken  action,  as  the  governmental  repre¬ 
sentative  of  the  public  interest  and  as  a 
matter  of  regulatory  policy.  We  believe 
that  it  would  be  wholly  inappropriate  for 
the  courts  to  subject  the  exchanges  to 
antitrust  jurisdiction  for  actions  we  have 
required  them  to  take.™  Our  imfettered 
ability  to  exercise  the  broad  regulatory 
authority  vested  in  us,  and  the  necessity 
of  exchange  compliance  with  the  Com¬ 
mission’s  regulatory  determinations,  are, 
by  any  calculation,  “necessary  to  make 
the  Securities  Exchange  Act  work 
•  •  •  »Ba  pqj.  reason,  we  believe, 
that,  at  a  minimum,  the  establishment  of 
our  regulatory  authority  and  the  fact 
that  the  action  to  be  taken  has  been 
initiated,  considered,  reviewed,  and  re¬ 
quired  by  us  “*  more  than  fully  satisfies 
any  test  that  may  be  attributed  to  the 
“Silver”  decision. 

We  do  not  suggest,  of  course,  that  we 
are  free  to  act  arbitrarily  or  capriciously, 
or  that  we  nfay  abuse  our  broad  discre¬ 
tion.  The  Administrative  Procedure  Act, 
as  codified,™  provides  for  district  court 
view  may  obtain  for  the  action  we  take 
here.™  But  the  standards  of  the  Securi¬ 
ties  Exchange  Act,  not  of  the  antitrust 
laws,  must  govern  oiu:  efforts. 

But  “Silver”  does  not  mandate  tliat 
specific  regulatory  actions  of  this  Com¬ 
mission  or  even  of  a  regulated  exchange 
must  be  “necessary  to  make  the  Secu¬ 
rities  Exchange  Act  work  •  *  The 

standard  enxmclated  in  that  case  was  a 
general  one,  and  we  have  seen  that  the 
existence  of  Commission  action  presents 
“a  different  case  as  to  antitrust  exemp¬ 
tion.”  In  discussing  particular  actions 
taken  by  exchanges,  the  Supreme  Court 
enunciated  its  test  for  reconciliation  of 
the  securities  laws  and  the  antitrust 
laws,  as  they  apply  to  such  activities, 
more  expansively: 

Particular  Instances  of  exchange  self- 
regulation  which  fall  within  the  scope  and 
purposes  of  the  Securities  Exchange  Act  may 
be  regarded  as  justified  in  answer  to  the  as¬ 
sertion  of  an  Intitriist  claim.'" 

Throughout  its  recent  decision  in  the 
Ricci  case  the  Supreme  Court  carefully 
states  the  test  of  antitrust  exemption 
in  these  or  similar  terms.*"  We  believe 
this  latter  standard  Is  i^plicable  to  our 
efforts  as  well,  and  this  conclusion  is 
mandated  by  the  very  language  of  the 
Securities  Exchange  Act  itself.*** 

Our  pcdnstaking  review  of  the  regula¬ 
tory  objectives  underlying  the  Securities 
Exchange  Act***  was  designed  to  Insure 
that  the  action  we  take  today  is  “neces¬ 
sary  or  appropriate”  to  meet  the  needs 
and  alms  of  the  Securities  Exchange  Act. 
The  need  to  structure  a  central  market 
sjrstem,  the  need  to  eliminate  unfair 
trading  advantages,  the  need  to  restore 
and  insure  Investor  confidence  in  our 
securities  markets,  the  need  to  foster 
meaningful  competition  In  the  securi¬ 
ties  industry,  and  the  need  to  promote 
the  orderly  introduction  of  competitive 
commission  rates  on  large-sized  securi¬ 
ties  transactions,  explain  the  action  we 


take  today.  These  reasons  are  set  forth 
in  detail  above;  *"  on  that  basis,  we  find 
Securities  Exchange  Act  Rule  19b-2  to  be 
an  “appropriate”  exercise  of  our  quasl- 
leglslatlve  policymaking  functions  imder 
the  Securities  Exchange  Act. 

X.  Conclusion.  In  moving  forward  in 
an  area  of  great  complexity  and  concern, 
the  Commission  has  attempted  to  fulfill 
the  broad  responsibilities  vested  in  it  by 
the  Congress  in  1934.  At  that  time.  Con¬ 
gress  could  not  foresee  all  the  develop¬ 
ments  that  would  or  could  occur  to 
change  drastically  the  nature  and  mode 
of  securities  transactions  executed  on 
national  securities  exchanges.  The  re¬ 
cently  observed  development  of  highly 
sophisticated  technological  advances, 
computer  hardware  and  software,  the 
advent  of  a  large  increase  in  the  institu¬ 
tionalization  of  the  markets,  the  need  for 
better  definitional  standards  of  the  con¬ 
duct  of  the  brokerage  business — all  of 
these  were  matters  that  the  authors  of 
the  Securities  Exchange  Act  scarcely 
could  perceive  as  remotely  occurring,  and 
then  occurring  all  within  less  than  40 
years  from  the  adoption  of  the  Securities 
Exchange  Act.*** 

But,  to  recognize  that  the  specific  fac¬ 
tors  which  have  led  us  to  emmciate  broad 
policy  in  Securities  Exchange  Act  Rule 
19b-2  might  not  have  been  perceived  In 
1934  is  the  beginning  of  the  Inqiilry,  not 
its  end,  as  some  commentators  have  sug¬ 
gested.  As  we  have  seen,***  administrative 
agencies  such  as  the  Commission  were 
granted  pervasive  regulatory  powers  to 
insure  both  that  unwanted  events,  to 
which  Congress  could  not  devote  prompt 
time  and  attention,  would  be  prevented 
and  that  new  regrulatory  problems  would 
be  resolved  expertly  and  carefully,  yet  as 
expeditiously  as  possible. 

A  new  era  in  securities  reg\ilation  is, 
most  assuredly,  unfolding.  While  the 
Congress  that  adopted  the  Securities 
Exchange  Act  could  not  have  foreseen 
the  specific  circumstances  prevailing  in 
the  securities  Industry  today,  it  carefully 
provided  the  Commission  with  ample  reg¬ 
ulatory  power  to  cope  with  and  act  as 
Congress’s  surrogate  for  the  resolution  of 
new  problems.  *"  As  Representative  Ray- 
bum,  the  House  sponsor  of  the  Securities 
Exchange  Act,  noted. 

We  went  through  the  bill,  and  everywhere 
that  we  could  find  a  place  to  give  authority 
to  the  Commission  to  make  rules  and  regu¬ 
lations  to  govern  these  matters  we  gave  It 
to  them  •  • 

And.  as  if  to  accentuate  the  fact  that, 
in  future  circumstances  such  as  these, 
when  private  int^ests  opposed  to  reforms 
and  restructuring  of  the  securities  indus¬ 
try  might  argue  that  the  Commission’s 
authority  should  be  narrowly  construed 
and  severdy  limited,  the  Commission 
should  forge  ahead  with  its  regulatory 
work  unimpeded  by  such  claims.  Repre¬ 
sentative  Lea  noted,  on  the  fioor  of  the 
House  during  the  debates  on  the  Securi¬ 
ties  Exchange  Act  of  1934,  that: 

There  are  two  types  of  power  delegated 
to  the  Commisalon,  and  that  Is  true  at 
every  regulatory  act.  The  first  Is  a  quasl- 
legislatlve  power,  and  the  other  la  a  quasl- 


judlcial  power.  When  we  give  the  Commis¬ 
sion  the  right,  by  rules  and  regiilatlons  to 
require  than  an  exchange  shall  have  a  certain 
rule  governing  Its  functions,  that  Is  a  quasl- 
leglslatlve  power  of  Congress.  The  Com¬ 
mission  acts  for  Congress  In  establishing 
such  rule  or  regulation  •  •  *.  If  we  want 
regulation,  we  must  give  the  Commission 
power  to  make  Its  action  effective  •  •  •. 
This  Commission  is  given  broad  powers.  I 
will  not  deny  that.  If  the  Commission  does 
not  correctly  use  those  powers.  If  It  is  not 
constructive  In  its  purpose.  If  It  does  not 
act  In  harmony  with  the  spirit  of  this  bill, 
its  regulation  would  be  a  faUure.  The  suc¬ 
cess  of  the  measure  is  dependent  on  the 
Commission,  Its  abUlty,  common  sense,  fidel¬ 
ity  to  duty,  courage,  yet  moderation.  In  ad¬ 
ministering  Its  powers.  If  the  spirit  and 
purpose  of  the  bill  shall  be  accepted  by 
the  Commission  to  which  Its  regulation  Is 
entrusted,  then  this  measure  will  be  a  con¬ 
structive  act  and  an  aid  to  business.'" 

We  understand  that  we  could,  and 
some  commentators  have  urged  that  we 
should,*"  either  take  a  restrictive  view 
of  our  authority  to  act — an  approach 
wholly  at  odds  with  the  sound  admin¬ 
istrative  practice  of  this  agency  for 
nearly  40  years — or  throw  up  our  hands, 
complain  of  the  complexity  of  the  prob¬ 
lem  as  well  as  the  Intricacy  of  its  resolu¬ 
tion  and  retire  from  the  field,  with  the 
hope  that  Congress  will  resolve  these 
problems  for  us.  Needless  to  reiterate, 
our  function  is,  stated  succinctly,  to  fill 
in  the  interstices  of  legislation  and  im¬ 
plement  congressionally  enacted  man¬ 
dates.  The  CommissLon  was  created 
precisely  to  accumulate  the  necessary  ex¬ 
pertise  that  would  enable  it  to  resolve 
complex  policy  questions  such  as  are 
here  involved.  If  and  when  the  Congress, 
acting  qua  Congress,  determines  to  emm¬ 
ciate  any  guidelines  concerning  this  mat¬ 
ter,  even,  of  course,  guidelines  at 
variance  with  our  understanding  of  the 
intent  and  policy  underlying  the  original 
enactment  of  the  Securities  Exchange 
Act,  we  shall  implement  any  policy  so 
emmciated.  But  in  the  absence  of  such 
Congressional  mandate,  we  not  only  be¬ 
lieve  we  have  the  authority,  but  the 
obligation  as  well,  to  deal  with  pressing 
policy  problems  as  they  arise. 

Over  the  years,  since  the  formation 
of  the  first  independent  regulatory 
agency,  the  Interstate  Commerce  Com¬ 
mission,  much  has  been  written  concern¬ 
ing  the  efficacy,  expediency,  and 
performance  of  the  regulatory  admin¬ 
istrative  agencies.  Criticism  has  been 
leveled  at  these  agencies  for  their  fail¬ 
ure  appropriately  to  seize  the  Initiative 
and  to  grapple  with  and  resolve  thorny 
and  complex  regulatory  problems.**®  This 
Commission  has  enjoyed  a  high  reputa¬ 
tion  for  the  growth  and  development  of 
its  expertise  and  the  application  of  that 
expertise  to  devise  novel  approaches  to 
unique  or  trying  problems  of  a  regula¬ 
tory  nature.*"  Our  conclusion,  that  this 
is  neither  the  time  nor  the  place  to  alter 
that  record  of  administrative  initiative, 
is  bolstered  by  reference  to  the  remarics 
of  one  of  our  first  chairmen.  James 
Landis,  uttered  in  1938,  but  at  least 
equally  applicable  today: 
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Hie  assumption  of  responsibility  by  an 
agency  is  always  a  gamble  that  may  well 
make  more  enemies  than  friends.  The  easiest 
course  is  frequently  that  of  Inaction.  A 
legalistic  approach  that  read  a  goTwnlng 
statute  with  the  hope  of  finding  limitations 
upon  authority  rather  than  grants  of  power 
with  which  to  act  decisively  is  thus  com¬ 
mon  •  •  (TJhere  is  an  enormous  differ¬ 
ence  between  the  legalistic  form  of  approach 
that  from  the  negative  vantage  of  statutory 
limitations  looks  to  see  what  it  must  do,  and 
the  approach  that  considers  a  problem  from 
the  standpoint  of  finding  out  what  it  can 
do.“« 

XI.  Commission  Action.  Pursuant  to 
authority  in  sections  2,  6,  11,  17,  19,  and 
23(a)  of  the  Securities  Exchange  Act  of 
1934,  the  Securities  and  Exchange  Com¬ 
mission  hereby  adopts  a  new  S  240.19b-2 
under  Part  240  of  Chapter  n  of  Title  17 
of  the  Code  of  Federal  Regulations  read¬ 
ing  as  follows:  • 

Membership  on  National  Securities 
Exchanges 

§  240.19b— 2  Utilization  of  exchange 

memberships  for  public  purposes. 

(а)  Except  as  otherwise  provided  in 
paragraph  (c)  of  this  section,  each  secu¬ 
rities  exchange  registered  with  the  Com¬ 
mission  shall,  by  rule,  require  every  mem¬ 
ber  of  such  exchange  to  have  as  the 
principal  purpose  of  its  membership  the 
conduct  of  a  public  securities  business.  A 
member  shall  be  deemed  to  have  such  a 
purpose  if  at  least  80  percent  of  the  value 
of  exchange  securities  transactions  ef¬ 
fected  by  it  during  the  preceding  6  calen¬ 
dar  months,  whether  as  a  broker  or  deal¬ 
er.  is  effected  for  or  with  persons  other 
than  affiliated  persons,  or  is  effected  pur¬ 
suant  to  transactions  of  the  kind 
described  below: 

(1)  Any  transaction  by  a  registered 
specialist  in  a  security  in  which  he  is  so 
registered; 

(2)  Any  transaction  for  the  account  of 
an  odd-lot  dealer  in  a  security  in  which 
he  is  so  registered; 

(8)  Any  transaction  by  a  block  posi¬ 
tioner  acting  as  such,  except  where  an 
affiliated  person  is  a  party  to  the 
transaction; 

(4)  Any  stabilizing  transaction  effected 
in  compliance  with  S  240.10b-7  to  facili¬ 
tate  a  distribution  of  a  security  in  which 
the  member  effecting  such  transaction  is 
participating; 

(5)  Any  bona  fide  arbitrage  transac¬ 
tion,  including  hedging  between  an 
equity  security  and  a  security  entitling 
the  holder  to  acquire  such  equity  secu¬ 
rity,  or  any  risk  arbitrage  transaction  in 
connection  witli  a  merger,  acquisition, 
tender  offer  or  similar  transaction  in¬ 
volving  a  recapitalization; 

(б)  Any  transaction  effected  in  con¬ 
formity  with  a  plan  designed  to  eliminate 
floor  trading  activities  which  are  not 
beneficial  to  the  market,  which  plan  has 
been  adopted  by  the  exchange  and  de¬ 
clared  effective  by  the  Commission; 

(7)  Any  transaction  made  with  the 
prior  approval  of  a  floor  official  to  permit 
the  member  effecting  such  transaction  to 
contribute  to  the  maintenance  of  a  fair 

See  footnotes  at  end  of  document. 
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and  orderly  market,  or  any  purchase  or 
sale  to  reverse  any  such  transaction;  or 

(8)  Any  transaction  to  offset  a  trans¬ 
action  made  in  error. 

(b) (1)  For  purposes  of  this  section,  an 
“affihated  person”  of  a  member  shall 
include: 

(1)  Any  person  directly  or  indirectly 
controlling,  controlled  by.  or  under  com¬ 
mon  control  with  such  member,  whether 
by  contractual  arrangement  or  other¬ 
wise:  Provided,  That  the  right  to  exercise 
investment  discretion  with  respect  to  an 
account,  without  more,  shall  not  con¬ 
stitute  control; 

(ii)  Any  principal  officer,  stockholder 
or  partner  of  such  member  or  any  person 
in  w'hose  account  such  person  has  a  di¬ 
rect  or  material  indirect  beneficial  in¬ 
terest;  and 

(iii)  Any  investment  company  of  which 
such  member,  or  any  person  controlling, 
controlled  by  or  under  common  control 
with  such  member,  is  an  investment  ad¬ 
viser  within  the  meaning  of  the  Invest¬ 
ment  Company  Act  of  1940. 

(2)  A  person  shall  be  presumed  to  con¬ 
trol  another  i>erson,  for  purposes  of  this 
section,  if  such  person  has  a  right  to 
participate  to  the  extent  of  more  than  25 
percent  in  the  profits  of  such  other  per¬ 
son  or  owns  beneficially,  directly  or  in¬ 
directly,  more  than  25  percent  of  the  out¬ 
standing  voting  securities  of  such  person. 

(3)  The  principal  officers  of  a  member 
include  the  president,  executive  vice 
president,  treasurer,  secretary,  or  any 
other  person  performing  a  similar  func¬ 
tion  for  an  Incorporated  or  unincorpo¬ 
rated  organization.  A  principal  stock¬ 
holder  or  partner  of  a  member  is  any 
natural  person  actively  engaged  in  the 
business  of  the  member  and  beneficially 
owning,  directly  or  indirectly,  more  than 
5  percent  of  the  outstanding  voting  secu¬ 
rities  of  a  member  organization  or  hav¬ 
ing  the  right  to  participate  to  the  extent 
of  more  than  5  percent  in  the  profits  of 
such  person. 

(c) (1)  Each  exchange  shall  provide  in 
its  rules  adopted  pursuant  to  paragraph 
(a)  of  this  section  that  any  member  of 
such  exchange  who  does  not  comply  with 
the  requirements  of  such  exchange  rule, 
and  who  acquired  membership  on  such 
exchange  prior  to  the  date  of  the  adop¬ 
tion  of  this  section,  shall  nevertheless  be 
presumed,  for  a  period  not  to  exceed  3 
years  following  the  date  of  the  adoption 
of  this  section,  to  have,  as  the  principal 
purpose  of  its  membership,  the  conduct 
of  a  public  securities  business,  if 

(i)  Within  30  days  after  the  date  of 
the  adoption  of  such  exchsmge  rule,  such 
member  shall  furnish  a  written  commit¬ 
ment  to  such  exchange  to  make  good 
faith  efforts  to  comply  with  the  require¬ 
ments  of  such  exchtmge  rule,  accompa¬ 
nied  by  a  written  plan  setting  forth  in 
detail  those  steps  such  member  intends 
to  take  to  comply  with  such  require¬ 
ments;  and 

(il)  Prior  to  the  expiration  of  each  of 
the  first  two  1-year  periods  immediately 
following  the  date  of  the  adoption  of  this 
section,  such  member  shall  file  with  such 
exchange  a  statement,  setting  forth  the 


steps  which  have  been  taken  leading  to¬ 
ward  compliance  with  the  requirements 
of  such  exchange  rule,  together  with  an 
updated  plan,  specifying  all  further  ac¬ 
tion  such  member  Intends  to  take  to 
achieve  such  compliance. 

(2)  No  plan  filed  pursuant  to  such  ex¬ 
change  rule  shall  deemed  to  satisfy 
the  requirements  of  such  exchange  rule 
unless  the  plan  has  been  declared  effec¬ 
tive  by  the  exchange  with  which  it  is 
filed  after  the  exchange  has  first  re¬ 
viewed  the  plan  and  determined  that  it 
is  reasonably  calculated  to  enable  such 
member  to  comply  with  the  requirements 
of  such  exchange  rule  within  3  years 
from  the  date  of  the  adoption  of  this 
section. 

(d)  The  failure  of  an  exchange  dili¬ 
gently  and  effectively  to  enforce  any  pro¬ 
vision  of  a  rule  adopted  by  it  pursuant  to 
this  section,  or  to  require  diligent  compli¬ 
ance  by  any  of  its  members  with  the 
terms  of  an  effective  plan  filed  by  such 
member  with  that  exchange  pursuant  to 
paragraph  (c)  of  this  section  shall  con¬ 
stitute  a  violation  of  this  section. 

(Secs.  2,  6,  11.  19,  23(a).  48  Stat.  881,  885, 
891,  897,  989,  901,  secs.  4.  8.  49  Stat.  1379,  sec. 
5.  52  Stat.  1076,  sec.  10,  78  Stat.  680,  15  UA.C. 
78b,  78f,  78k,  78q,  78s,  78w(a) ) 

Securities  Exchange  Act  Rule  19b-2 
(17  CFR  240.19b-2),  requiring  all  na¬ 
tional  securities  exchanges  to  make  their 
exchange  memberships  available  to  any 
person  or  entity  having  as  the  principal 
purpose  of  its  membership  the  conduct 
of  a  public  securities  business,  is  hereby 
adopted,  effective  March  15,  1973. 

By  the  Commission. 

Ronald  F.  Hunt, 
Secretary. 

January  16, 1973. 


'See,  e.g..  Securities  and  Exchange  Com¬ 
mission,  Statement  on  the  Future  Structure 
of  the  Securities  Markets  (OPO  ed.,  1972) 
("Policy  Statement”).  As  we  indicate  below 
(see  pp.  3905-3906,  infra),  the  Ck>mmlsslon’s 
public  statements  on  these  Issues,  as  well  as 
the  related  testimony  and  other  data  pre¬ 
sented  to  the  Commission,  apparently  were 
considered  and  utilized  by  two  congressional 
subcommittees  in  their  analyses  of  the 
problems  faced  by  the  securities  Industry: 
the  congressional  inquiries  adduced  testi¬ 
mony  and  other  evidence  which,  in  turn,  has 
assisted  the  Commission  in  its  consideration 
of  these  issues.  [See  notice  of  proposal  to 
adopt  this  rule  published  in  the  Federal 
Register  for  August  12,  1972,  at  37  F.R.  16409, 
16411] 

■Id  ,  at  p.  21. 

*  See  discussion  infra,  pp.  3903-3906. 

‘This  position  was  first  expressed  by  the 
Commission  in  its  letter  transmitting  the  In¬ 
stitutional  Investor  Study  to  Congress.  See 
Securities  and  Exchange  Commission  Institu¬ 
tional  Investor  Study  Report,  H.R.  Doc.  No. 
92-64  92d  Cong.,  1st  Sess.  pt.  1  (1971),  pp. 
xxlll-xxv  (“Institutional  Investor  Study”). 
Subsequently,  the  Commission  reiterated 
this  view  in  its  Pidlcy  Statement,  supra  n.  1, 
at  pp.  2,  7-13.  Similar  views  to  those  initially 
express^  by  the  Commission  concerning  the 
need  for  centralization  of  the  Nation's  secu¬ 
rities  markets  have  been  advocated  by  others. 
See,  e.g.,  Subconunlttee  on  Commerce  and 
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Finance  of  the  House  of  Representatives 
Committee  on  Interstate  and  Foreign  Com* 
merce,  92d  Cong.,  2d  Sess.,  Securities  Industry 
Study  117-130  (Comm.  Print,  1972)  (“House 
Study”):  Martin,  The  Securities  Markets:  A 
Repmrt,  with  Recommendations  6  (1971); 
Subcommittee  on  Securities  of  the  Senate 
Committee  on  Banking,  Housing  and  Urban 
Affairs,  92d  Cong.,  2d  Sess.,  Report  of  the 
Seciuitles  Industry  Study  45-46  (Ccnnm. 
Print,  1972). 

■See,  e.g..  Securities  Exchange  Act  Release 
No.  9860  (Nov.  8,  1972) ,  37  FR  24172  (Nov.  15, 
1972) ,  announcing  the  adoption  of  Securities 
Exchange  Act  Rule  17a-15,  17  CFR  240.17a- 
15,  requiring  registered  national  securities 
exchanges,  national  securities  fissociatlons 
and  brokers  and  dealers  in  securities  who  are 
not  members  of  such  exchanges  or  associa¬ 
tions  to  make  available,  through  vendors  of 
market  transaction  Information,  price  and 
volume  reports  as  to  completed  transactions 
in  securities  registered  on  such  exchanges. 

■See  Secvurltles  Exchange  Act  Release  No. 
9716  (Aug.  3. 1972)  at  pp.  1-2,  4;  37  FR  16409, 
16410  (Aug.  12,  1972). 

T  Robert  W.  Stark,  Jr.  Inc.  v.  New  York 
Stock  Exchange,  Inc.,  346  F.  Supp.  217,  228 
(S.D.  N.Y.),  affirmed  per  curiam,  466  F.  2d 
743  (C.A.2,  1972), 

■See  Securities  Exchange  Act  Release  No. 
9716  (Aug.  3.  1972)  at  pp.  6-7;  37  FR  16409, 
(Aug.  12, 1972) . 

*  See  letter,  dated  May  26,  1972,  from  Wil¬ 
liam  J.  Casey,  chairman.  Securities  and  Ex¬ 
change  Conunission,  to  the  president  of  each 
national  securities  exchange.  Securities  Ex¬ 
change  Act  Release  No.  9623  (May  30,  1972) . 

>0  See  discussion  infra,  pp.  3020-8924. 

n  See  discussion  infra,  pp.  3006-3900. 

^  See  discussion  infra,  pp.  3012-3013. 

"  See  discussion  Infra,  p.  3906. 

“  Securities  Exchange  Act  Release  No.  9716 
(Aug.  3,  1972)  at  pp.  1-2;  37  FR  16409,  16410 
(Aug.  12,1972). 

>■  National  Broadcasting  Co.  v.  United 
States,  310  UB.  100,  225  (1943).  Accord, 
United  States  v.  Southwestern  Cable  Co.  392 

U. S.  167, 176-177  (1968) ;  cf.  American  Truck¬ 
ing  Associations,  Inc.  v.  United  States,  344 
UB.  298,  308-309  (1953);  Delta  Airlines,  Inc. 

V.  Civil  Aeronautics  Board,  466  F.  2d  1340 
(C.A.  D.C.,  1971);  see  also.  Securities  and 
Exchange  Commission  v.  Chenery  Corp.,  332 
U.S.  194,  202,  209  (1947);  California  v.  Lo- 
Vaca  Oatherlng  Co.,  379  U.S.  366,  371  (1966). 

"  See  In  the  Matter  of  Proposed  Securities 
Exchange  Act  Rule  lOb-2.  Commission  File 
No.  87-462  (“Commission  File  No.  S7-462”), 
written  comments  of  Chicago  Board  of  Trade 
(Sept.  29,  1972);  State  of  Connecticut  (Sept. 
29,  1972);  American  Life  Convention-Life 
Insurance  Association  of  America  (Oct.  3, 
1972). 

“See,  e.g..  National  Broadcasting  Co.  v. 
United  States,  supra  n.  16,  319  U.S.  at  216, 
225-226;  Federal  Communications  Commis¬ 
sion  V.  Pottsvllle  Broadcasting  Co.,  309  UB. 
134,  138  (1940);  Landis,  The  Administrative 
Process  66-67  (1938). 

“The  text  of  Rule  19b-2  Is  set  forth  at 
p.  3928,  Infra,  and  a  detailed  discussion  of  its 
provisions  and  applications  Is  set  fwth  at 
pp.  3920-3924,  infra.  This  synopsis  of  the 
rule's  provisions  Is  intended  primarily  as 
background  for  the  discussion  that  follows. 

“There  are  presently  12  securities  regis¬ 
tered  with  the  Commission.  Securities  and 
Exchange  Commission  Thirty-Seventh  An¬ 
nual  Report  73  (1971).  One  of  these  ex¬ 
changes,  the  Chicago  Board  of  Trade,  ap¬ 
parently  does  not  at  present,  conduct  trans¬ 
actions  in  securities.  The  provisions  of  rule 
19b-2  only  apply  to  exchanges  upon  which 
securities  are  traded. 

“New  York  Stock  Exchange  Rule  318,  2 
CCH,  New  York  Stock  Exchange  Guide  Para. 
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2318;  American  Stock  Exchange  Rule  314  2 
CCH,  American  Stock  Exchange  Guide  Para. 
9372B. 

■>  InstltuMonal  Investor  Study,  supra  n. 
4,  at  pt.  4,  p.  2308. 

“Id.,  at  pp.  2308-2310;  see  also  discussion 
Infra,  pp.  3914-3915. 

“Securities  Exchange  Act  Rule  19b-2(a). 
“Id.,  at  subsections  (a)(l)-(8). 

“Id.,  at  subsection  (b)(1).  For  purposes 
of  the  rule,  “Control”  Is  presumed  on  the  part 
of  any  person  If  that  person  has  a  right  to 
participate  to  the  extent  of  more  than  25 
percent  in  the  profits  of  another  person  or 
entity,  or  if  such  person  owns  beneficially, 
directly  or  indirectly,  more  than  25  percent 
of  the  outstanding  voting  securities  of  an¬ 
other  person. 

The  rule  also  provides  that  the  right  to 
exercise  investment  discretion  with  respect  to 
any  account.  In  and  of  itself,  shall  not  be 
presumed  to  constitute  control. 

“Id.,  at  subsection  (b)(2).  Principal  of¬ 
ficers  are  defined  by  rule  19b-2  as  the  presi¬ 
dent,  executive  vice-president,  treasiirer, 
secretary,  or  any  other  person  performing 
similar  functions  for  an  incorporated  or  un¬ 
incorporated  organization  or  entity. 

The  rule  defines  principal  stockholders  and 
principal  partners  as  natural  persons  ac¬ 
tively  engaged  In  the  business  of  the  mem¬ 
ber  and  owning  beneficially,  directly  or  In¬ 
directly,  more  than  6  percent  of  the  outstand¬ 
ing  voting  securities  of  an  exchange  mem¬ 
ber  or  member  organization  or  having  the 
right  to  participate  to  the  extent  of  more 
than  6  percent  in  the  profits  of  such  a 
member. 

“Id.,  at  subsection  (b)(3). 

“  Id.,  at  subsection  (c) . 

•  Ibid. 

■•  Id.,  at  subsection  (d) . 

“In  this  section,  we  discuss  the  various 
hearings  and  other  procedures  which  have 
furnished  us  with  statistics,  facts,  other  data, 
views  and  opinions  upon  which  Rule  19b-2  Is 
predicated.  Our  Initial  Inquiry  began  as  an 
examination  of  fixed  commission  charges  by 
exchange  members,  but  subsequently  ex¬ 
panded  to  Include  broad  questions  of  market 
structure.  A  detailed  discussion  of  our  de¬ 
terminations  respecting  the  fixed  minimum 
rate  structure  Is  set  forth  below,  pp.  3914- 
3916,  infra. 

■■Since  1968,  we  have  carefully  scrutinized 
market  structure  developments  and  prob¬ 
lems.  The  Interrelationship  of  most  of  the 
problems  we  have  encountered  makes  it  clear 
that  each  of  our  previous  studies  is  an  appro¬ 
priate  basis  upon  which  to  predicate  agency 
policymaking  such  as  we  are  engaged  in  now. 
m  discussing  one  aspect  of  these  problems, 
a  congressional  subcommittee  recently  has 
noted; 

“It  is  often  said  that  while  most  indus¬ 
tries  study  problems  to  death,  the  seurltles 
Industry  studies  solutions  to  death.  During 
the  past  decade  there  have  been  four  major 
studies  of  the  securities  Industry  conducted 
under  the  auspices  of  the  SEC.  Addition¬ 
ally,  the  SEC  has  conducted  two  major 
administrative  proceedings  focusing  on  the 
commission  rate  question  and  its  impact 
on  the  structure  of  the  securities  Industry, 
These  matters  have  also  received  the  atten¬ 
tion  of  this  subcommittee  and  the  Senate 
Securities  Subcommittee  In  the  current 
studies  of  the  securities  Industry.  •  •  • 
The  time  for  study  has  ended.  The  time  for 
action  has  arrived.” 

House  Study,  supra  n.  4,  at  p.  141. 

■*  A  number  of  persons  commenting  on  our 
proposal  have  urged  the  need  for  further 
extensive  consideration  of  the  broad  policy 
Issues  Involved.  See,  e.g..  Commission  File 
No.  S7-463,  supra  n.  16,  written  comments 
of  PBW  Stock  Exchange,  Inc.  (Oct.  2,  1972) ; 
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Antitrust  Division  of  the  United  States  De¬ 
partment  of  Justice  (Oct.  3,  1972):  American 
Life  Convention-Life  Insurance  Association 
of  America  (Oct.  3,  1972).  We  concur  In  the 
necessity  for  careful  and  detailed  consider¬ 
ation  of  these  matters,  as  we  dlsuss  below, 
pp.  3911-3914,  infra,  and  we  believe  the  varied 
procedures  we  have  employed  have  furnished 
us  with  the  extensive  consideration  of  the 
problem  we  believe  is  appropriate.  As  the  only 
court  to  have  considered  the  precise  issue  in¬ 
volved  here  has  remarked : 

“Such  rules,  and  directions  to  the  ex¬ 
changes  to  make  rules,  cannot  however, 
because  of  their  far  sweeping  effect,  be 
adopted  in  a  cursory  or  Incomplete  manner, 
or  without  having  extensive  hearings  and 
examination  into  the  subject  matter,  and 
without  permitting  those  interested,  rep¬ 
resenting  the  public  and  groups  In  the 
securities  industry  an  opportunity  for  a 
full  expression  of  views.  This  course  Is 
being  pursued  right  at  the  present  time 
and  apparently  with  diligence.” 

Robert  W.  Stark,  Jr.,  Inc.  v.  New  York  Stock 
Exchange,  Inc.,  346  F.  Supp.  217,  227  (S.D. 
N.Y.) ,  affirmed  per  curiam,  466  P.  2d  743  (C.A. 
2, 1972)  (emphasis  supplied) . 

“  House  Study,  supra  n.  4,  at  p.  121. 

“Thus,  the  Commission  stated  in  its  very 
first  report  to  the  Congress  on  Its  adminis¬ 
tration  of  the  Federal  securities  laws  that  it 
had  been  concerned  with  problems  analogous 
to  those  we  discuss  today. 

“A  comprehensive  survey  was  made  of 
the  activities  of  specialists,  fioor  traders, 
and  odd-lot  dealers  on  the  New  York  Stock 
Exchange  and  on  the  New  York  Curb  Ex¬ 
change,  as  well  as  an  analysis  of  trading 
on  other  exchanges.  On  the  basis  of  this 
study,  suggested  rules. for  the  regulation 
of  trading  on  exchanges  were  formulated. 
These  rules  were  sent  to  all  national  se¬ 
curities  exchanges  with  the  Commission’s 
request  or  recommendation  that  they  be 
adopted.  •  •  •  It  is  not  considered  that 
these  suggested  rules  shall  represent  the 
final  regulations  to  be  promulgated  regard¬ 
ing  this  matter.  They  are  experimental  in 
character  and  may  be  changed  ff  further 
study  indicates  a  necessity  therefor. 

“Various  phases  of  trading  on  exchanges 
were  covered  by  these  rules,  including  limi¬ 
tations  on  a  member’s  trading  while  on  or 
off  the  fioor  of  an  exchange;  participation 
by  members  In  joint  accounts;  •  •  •  han¬ 
dling  of  customers’  discretionary  accounts 
and  disretlonary  orders;  •  •  •  members 
acting  in  the  dual  capacity  of  brokers  and 
dealers;  •  •  •  successive  transactions  by 
members  •  •  •  . 

“To  assist  in  the  detection  of  violations 
of  these  trading  rules,  to  study  the  effect 
of  such  rules  on  market  activities  and  op¬ 
erations,  and  to  assist  the  Commission  In 
the  formulation  of  further  rules  in  con¬ 
nection  with  these  subjects  and  correlated 
matters,  various  detailed  report  forms 
were  devised  to  be  filed  by  exchanges  and 
members  of  exchanges.  These  reports  dis¬ 
closed,  among  other  things,  the  extent  of 
trading  by  members  and  partners  for  their 
own  account  as  compared  with  the  total 
volume  of  transactions  on  exchanges  •  •  • . 

“Approximately  380  such  reports  are  filed 
each  week  and  a  system  has  been  devised 
for  the  expeditious  analysis  in  order  *  *  • 
to  determine  whether  further  rules  are 
necessary  to  make  exchanges  free,  open, 
and  orderly  market  places  for  securities.” 
Securities  and  Exchange  Commission,  First 
Annual  Report  13-14  (1935)  (emphasis  sup¬ 
plied). 

“  The  Commission’s  authority  with  respect 
to  the  activities,  rules,  policies  and  practices 
of  registered  securities  exchanges  is  couched 
In  terms  of  whether,  in  the  Commission’s 
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opinion,  administrative  action  is  “necessary 
or  appropriate.”  See.  e.g.,  sections  11  and  19 
of  the  Securities  Exchange  Act,  16  U.S.C. 
781c  and  78s. 

*>  See  Securities  and  Exchange  Commission, 
Report  on  the  Feasibility  and  Advisability  of 
the  Complete  Segregation  ot  the  Functions  of 
Dealer  and  Broker  (OJ.O.  ed.,  1936),  pre¬ 
pared  pursuant  to  a  congressional  directive 
contained  in  section  11(e)  of  the  Securities 
Exchange  Act,  16  U.S.C.  78k(e). 

"See  p.  3903.  supra.  Seciudtles  and  Ex¬ 
change  Commission,  First  Annual  Report  14 
(1935). 

»  Sec,  e  g.,  2  Securities  and  Exchange  Cmn- 
mlssion  Report  of  Special  Study  of  Securities 
Markets,  H.R.  Doc.  No.  95,  88th  Cong.,  1st 
Sess.  6-7  (1963)  (“Special  Study’’);  Securi¬ 
ties  Exchange  Act  Release  No.  8239  (Jan.  26, 
1968)  at  p.  2. 

"  See  p.  3904,  infra. 

»  See  pp.  3904-3905,  infra. 

"See  2  Special  Study,  supra  n.  39,  at  p. 
295;  New  York  Stock  Exchange  Const.  Art. 
XV. 

“  2  Special  Study,  supra  n.  39,  at  p.  295. 

“  Securities  Exchange  Act  Release  No.  8239 
(Jan.  26.  1968)  at  p.  2. 

"  See.  e.g..  Securities  Exchange  Act  Release 
No.  8239  (Jan.  26. 1968)  at  p.  3. 

“  Id.,  at  pp.  3-4. 

*^See  Securities  Exchange  Act  Release  No. 
8239  (Jan.  26.  1968)  at  pp.  6-6. 

♦*  Id.,  at  p.  1. 

"  Securities  Exchange  Act  Release  No.  8324 
(May  28.  1968). 

"Id.,  at  p.  1. 

"  Id.,  at  Order  Directing  Public  Investiga¬ 
tion  and  Designating  Officers  to  Take  Testi¬ 
mony,  p.  1;  see  also.  Securities  Exchange  Act 
Release  No.  8328  (June  5,  1968),  at  p.  1. 

"  Securities  Exchange  Act  Release  No.  8328 
(June  5.  1968). 

“Id.,  at  p.  1. 

“Id.,  at  pp.  1-2  (emphasis  supplied). 

“  Securities  Exchange  Act  Release  No.  8348 
(July  1,  1968). 

“  Securities  Exchange  Act  Release  No.  8432 
(Oct.  21,  1968). 

“’The  term  “third  market”  signifies  "(tjhe 
over-the-counter  market  for  exchange  {- 
listed]  stocks  •  •  *.”2  Special  Study,  supra 
n.  39,  at  p.  716  n.  14;  see  also,  id.,  at  i^.  870, 
et  seq. 

“Securities  Exchange  Act  Release  No.  8791 
(Dec.  31.  1969)  at  p.  1. 

*  Id.,  at  pp.  1-4.  Among  the  questions 
posed  were  those  concerning  the  Justification, 
if  any,  for  fixing  commission  charges  in  ad¬ 
dition  to  the  execution  and  clearance  of 
securities  transactions  “at  differing  rates  to 
cover  similar  services  for  any  classes  of  non¬ 
member  customers”  (id.,  at  p.  2);  in  posing 
this  particular  question,  the  Conunlssion 
differentiated  explicity  between  “financial 
institutions  •  •  •”  and  “public  investors"); 
the  reason  for  higher  charges  for  execution 
and  clearance  of  securities  transactions  to 
any  class  of  nonmember  customers  (ibid.); 
and  the  appropriateness  of  restrictions  on  an 
exchange  member  trading  off  the  exchange 
(id.,  at  pp.  3-4) . 

•"See  pp.  3914-3916,  infra,  for  a  detailed 
discussion  of  the  Commission’s  resolution  of 
questions  regarding  fixed  rates. 

•‘  See  pp.  3914-3915,  infra;  Independent 
Broker-Dealers’  ’Trade  Association  v.  Securi¬ 
ties  and  Exchange  Commission,  442  F.  2d  132 
(C.A.  D.C.),  certiorari  denied,  404  UB.  828 
(1971). 

"See  letter,  dated  October  22,  1970,  from 
Hamer  H.  Budge,  Chairman,  Securities  and 
Exchange  Commission,  to  Robert  W.  Haack, 
president.  New  York  Stock  Exchange  (p.  1). 


See  footnotes  at  end  of  document. 


annexed  to  Securities  Exchange  Act  Release 
No.  9007  (Oct.  22.  1970) . 

“See  Securities  Exchange  Act  Release  No. 
9079  (Feb.  11,  1971). 

“  See  Securities  Exchange  Act  Release  No. 
9234  (June  28. 1971). 

“  In  the  Matter  of  SEC  Rate  Structure  In¬ 
vestigation  of  National  Securities  Exchanges, 
Commission  File  No.  4-144  (1968-1971). 

“  Ibid. 

•^  See,  e.g..  Securities  Exchange  Act  Releases 
Nos.  8328  (June  5,  1968),  8432  (Oct.  21,  1968), 
8791  (Dec.  31,  1969),  and  9316  (Aug.  26, 1971). 

"  See.  e.g..  Securities  Exchange  Act  Release 
No.  9007  (Oct.  22,  1970).  See  also.  Securities 
Exchange  Act  Release  No.  8860  (Apr.  2,  1970), 
where  the  Commission  stated  (p.  1): 

“I(t]  is  vital  to  the  public  Interest  that* 
small  investors  continue  to  be  able  to  par¬ 
ticipate  directly  in  equity  investment,  that 
they  have  access  to  exchange  markets  and 
that  needed  capital  be  retained  within  the 
securities  business.” 

"  See  S.  Rep.  No.  1237,  90th  Cong.,  2d  Sess. 

1  (1968). 

"See  id.,  at  p.  2;  HR.  Rep.  No.  1665,  90th 
Cong.,  2d  Sess.  2-3  ( 1968) . 

n  See  discussion  infra,  pp.  3906-3909. 

"  S.  Rep.  No.  1237,  90th  Cong.,  2d  Sess.  2-4 
(1968);  H.R.  Rep.  No.  1665,  60th  Cong..  2d 
Sess.  3  (1968). 

The  bill  ultimately  adopted,  authorizing 
this  study — Public  Law  90-438,  82  Stat.  463 
(1968) — required  the  Commission  to  report 
its  findings  to  the  Congress,  “together  with 
(the  Commission’s)  recommendations,  in¬ 
cluding  such  recommendations  for  legisla¬ 
tion  as  it  deems  advisable.”  Sec.  19(e)  of  the 
Securities  Exchange  Act,  16  UB.C.  788(e). 
While  we  set  forth  below  in  some  detail  our 
belief  that  the  Securities  Exchange  Act  ac¬ 
cords  \is  ample  authority  to  resolve  the  issues 
here  discuss^  (see  pp.  3906-3912,  infra) ,  we 
find  this  an  appropriate  point  to  deal  with  the 
rather  surprising  and  restrictive  contention 
of  the  Antitrust  Division  of  the  Department 
of  Justice  that  the  adoption  by  Congress  of 
section  19(e)  of  the  Securities  Exchange 
Act — authorizing  the  Institutional  Investor 
Study — creates  some  type  of  presumption 
that  the  Commission’s  proposed  rule  refiects 
an  impermissible  exercise  of  agency  author¬ 
ity.  See  Commission  File  No.  S7-452,  supra  n. 
16,  written  comments  of  Antitrust  Division  of 
the  US.  Department  of  Justice  (Oct.  3, 1972) , 
at  p.  31.  While  section  19(e)  of  the  Securities 
Exchange  Act  does  state,  as  the  Antitrust 
Division  avers  (id.) ,  that  Congress  authorized 
the  study  to  consider  what  legislative  meas¬ 
ures,  if  any,  might  be  appropriate,  the  Divi¬ 
sion  pointedly  deletes  any  reference  to  the 
next  sentence  of  that  section,  quoted  above 
in  this  footnote,  to  the  effect  that  Congress 
sought  the  Commission’s  reconunendations 
for  action,  "including,”  but  certainly  not 
limited  to,  legislative  action.  As  the  Supreme 
Court  noted  in  an  analogous  context  in  which 
other  divisions  of  the  Department  of  Justice 
concurred.  “We  cannot  infer  so  much  from 
so  little  *  *  Permian  Basin  Area  Rate 
Cases.  390  US.  747,  774  (1968) .  In  any  event, 
the  Commission  noted,  in  transmitting  its 
completed  Institutional  Investor  Study  to 
Congress,  that  its  research  efforts  would  be 
of  general  assistance  to  all  persons  concerned 
with  the  securities  industry: 

“As  the  Commission,  other  governmental 
units  and  the  financial  community  continue 
to  review  the  report  and  to  analyze  further 
the  wealth  of  data  collected  by  the  study, 
we  anticipate  that  it  will  serve  as  a  basis 
for  further  conclusions  and  additional  rec¬ 
ommendations  not  only  by  the  Cmnmlsslon 
but  also  by  other  governmental,  and  self- 
regulatory  bodies.” 


See  Institutional  Investor  Study,  supra  n. 
4,  at  pt.  1,  p.  Vi.  See  also  id.  at  p.  vlll;  id.  at 
pp.  xx-xxi. 

"  See  p.  390A,  supra. 

“See  Institutional  Investor  Study,  supra 
n.  4,  at  pt.  1,  pp.  96,  et  seq. 

"Institutional  Investor  Study,  supra  n.  4, 
at  pt.  4,  p.  1460. 

"Id.,  at  pt.  4,  pp.  1462-1463.  The  Study 
found,  however,  that  only  a  small  fraction 
of  all  month-to-month  price  changes  can  be 
associated  with  institutional  Imbalances. 

"  Id.,  at  p.  1465. 

"  Id.,  at  pt.  4,  p.  1397  nn.  1  and  2. 

”  See  id.,  at  pt.  4,  p.  1461,  where  the  Study 
noted: 

“•  •  *  On  the  basis  of  these  figures,  how¬ 
ever,  it  is  apparent  that  institutions  cannot 
trade  directly  and  solely  among  themselves 
without  substantial  changes  both  in  the  vol¬ 
ume  of  their  trading  and  in  their  trading  pat¬ 
terns.  Moreover,  on  a  monthly  basis  the  dol¬ 
lar  amounts  of  these  net  trading  Imbalances 
appear  too  large  to  expect  market  makers' 
alone  to  bridge  the  time  gaps  between  insti¬ 
tutional  orders  by  Inventor^ng  the  stock.  It 
does  not  seem  feasible  to  seg;regate  institu¬ 
tions  into  a  separate  trading  market  wholly 
apart  from  other  Investors.” 

See  also.  Securities  Exchange  Act  Release 
No.  8860  (Apr.  2. 1970)  at  p.  2: 

“The  Commission  is  aware  of  the  contribu¬ 
tion  of  small  investors  to  the  depth  and 
liquidity  of  our  trading  markets  and  con¬ 
siders  it  to  be  vital  to  the  public  Interest 
that  such  investors  continue  to  be  able  to 
participate  directly  in  equity  Investment.” 

■>  See  p.  3904,  supra. 

"Institutional  Investor  Study,  supra  n.  4, 
pt.  1,  pp.  xxill-xxiv. 

"See  Securities  Exchange  Act  Release  No. 
9315  (Aug.  26,  1971). 

"Id.  at  pp.  1-2.  The  other  Issues  upon 
which  testimony,  views,  evidence,  data  and 
(pinions  were  sought  were  the  need  for  differ¬ 
ing,  uniform,  additional  or  modified  regula¬ 
tion  of  the  securities  markets  and  the  need 
for  a  cmnposlte  tape. 

“  In  the  Matter  of  the  Structure,  Operation 
and  Regulation  of  the  Securities  Markets, 
Cmnmission  File  No.  4-147  (1971)  (“Com¬ 
mission  FUe  No.  4r-147’’) . 

"Id.  (Transcript  of  Hearings),  at  p.  3,907. 

"  We  discuss  below,  see  pp.  3911-3914,  infra, 
the  appropriateness  of  the  hearing  procediu^s 
we  have  employed  in  connection  with  our 
proposed  rule.  But  it  should  be  noted  here 
that  a  number  of  commentators  in  this 
rulemaking  proceeding,  in  an  attempt  to  dis¬ 
credit  these  extensive  and  detailed  hearing 
procedures,  have  suggested  that  we  may  not 
have  fully  understood  a  particular  issue — 
for  example,  the  nature  of  institutional  mem¬ 
bership  on  the  PBW  Stock  Exchange,  Inc. 
See,  e.g.,  Cmnmlsslon  File  No.  S7-452,  supra  n. 
16,  written  comments  of  PBW  Stock  Ex¬ 
change  (Oct.  2,  1972),  Channlng  Manage¬ 
ment  Corp.  (Oct.  5,  1972) ,  American  Life 
Convention-Life  Insurance  Association  of 
America,  American  Insurance  Association 
(Oct.  3,  1972).  These  lengthy  Commission 
proceedings,  however,  refiect  the  fact  that 
we  obtained  a  detailed  discussion  of  the 
nature  of  institutional  membership,  not  only 
during  our  hearings  on  future  market  struc¬ 
ture,  see  Commission  File  No.  4-147,  supra  n. 
84,  Statement  of  PBW  Stock  Exchange,  Inc., 
Regarding  Institutional  Membership.  See 
also  Securities  Exchange  Act  Release  Nos. 
8432  (Oct.  21.  1968),  8791  (Dec.  31,  1660), 
9315  (Aug.  28,  1671),  but  also  during  the 
preceding  hearings  on  commission  rates  and 
related  practices  in  recapturing,  rebating 
and  redirecting  commissions. 
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"  H.R.  Doc.  No.  02-231,  92d  Cong.,  1st  Sess. 
(1071)  ("Unsafe  and  Unsound  Study"). 

«  16  U.S.C.  78kkk. 

Unsafe  and  Unsound  Study,  supra  n.  87, 
at  p.  2. 

•0  See  Infra,  pp.  3014-3016. 

See  Unsafe  and  Unsound  Study,  supra  n. 
87,  at  pp.  27,  47, 163. 

“  As  we  there  noted : 

"The  Commission  has  completed  a  series 
of  hearings  and  special  studies  extending 
over  a  period  of  three  and  a  half  years  •  • 

"This  policy  statement  Is  based  on  the  data 
and  testimony  accumulated  In  this  entire 
process  of  hearings  and  studies.  It  draws  on 
the  Commission’s  analysis  of  that  data,  as 
well  as  on  the  experience  gained  through  Its 
years  of  administering  the  securities  laws.", 

Policy  Statement,  supra  n.  1,  at  p.  5. 

“  Id.,  at  p.  6. 

**Id.,  at  pp.  14-17.  At  that  time,  we  an¬ 
nounced  that  we  would  take  steps  to  lower 
the  breakpoint  on  negotiated  rates  to  $300,- 
000,  and  this  was  accomplished  last  April. 
Subsequently,  we'  have  reaffirmed  our  Inten¬ 
tion  to  seek  negotiated  rates  at  lower  levels, 
down  to  $100,000,  after  we  have  had  an  op¬ 
portunity  to  review  the  results  of  negotiation 
on  portions  of  orders  over  $300,000.  See  Infra, 
pp.  07-108. 

“Policy  Statement,  supra  n.  1,  at  pp.  13- 
18.  We  devoted  detailed  consideration  to  the 
quality  of  research  and  execution  by  broker¬ 
age  firms  operating  In  all  sectors  of  the 
markets. 

“  Id.,  at  pp.  7-13.  This  central  market  sys¬ 
tem  Is  still  In  the  process  of  delineation,  but 
we  recognized  the  need,  among  other  things, 
for  comprehensive  and  composite  disclosure 
of  price,  volume  and  quotations  op  listed  se¬ 
curities,  wherever  traded.  As  we  have  noted, 
p.  2  n.  6,  supra,  meaningful  progress  toward 
this  end  has  been  achieved.  Similarly,  we 
envision  a  system  of  competing  markt  mak¬ 
ers,  eliminating  barriers  to  the  kind  of  com¬ 
petition  that  Is  meaningful  to  Investors. 

“Policy  Statement,  supra  n.  1,  pp.  20-24. 

**  See,  supra,  n.  20. 

“  Policy  Statement,  supra  n.  1,  at  pp.  21-22. 

See  discussion  infra,  pp.  3006-3909. 

“Policy  Statement,  supra  n.  1,  at  pp.  24- 
25. 

">*  Id.,  at  p.  20. 

“» See  p.  3914,  Infra. 

“  Policy  Statement,  supra  n.  1,  at  p.  21. 

“  See  Letter,  dated  February  16, 1972,  from 
William  J.  Casey,  Chairman,  Securities  and 
Exchange  Commission,  to  each  national  se¬ 
curities  exchange. 

“•Ibid. 

“See  Letter,  dated  March  10,  1972,  from 
William  J.  Casey,  Chairman,  Securities  and 
Exchange  Commission,  to  each  national  se¬ 
curities  exchange. 

“See  Letter,  dated  March  13,  1972,  from 
William  J.  Casey.  Chairman,  Securities  and 
Exchange  Commission,  to  each  registered  se¬ 
curities  exchange. 

“•See  Senate  Res.  No.  100,  92d  Cong.,  1st 
Sess.;  117  Cong.  Rec.  S.  0606-9507  (Dally  ed., 
June  21,  1971).  See  also  116  Cong.  Rec.  39346 
(Dec.  1,  1970)  (Statement  of  Rep.  Staggers). 

“See,  e.g..  Hearings  on  S.  1164  and  S.  3347 
before  the  Subc<»nmlttee  on  Securities  of  the 
Senate  Committee  on  Banking,  Housing,  and 
Urban  Affairs,  92d  Cong.,  2d  Sess.,  pt.  II  at 
655,701,711  (1972)  (“Senate  Hearings  on  In¬ 
stitutional  Membership");  Hearings  on  the 
Study  of  the  Securities  Industry  before  the 


Subcommittee  on  Commerce  and  Finance  of 
the  House  Committee  on  Interstate  and  For¬ 
eign  Commerce,  92d  Cong.,  2d  Sess.,  pt.  9  at 
4450  (1972)  (“1972  House  Hearings”) . 

“  1972  House  Hearings,  supra  n.  110,  at  pt. 
9,  p.  4384;  Senate  Hearings  on  Institutional 
Membership,  supra  n.  110,  at  pt.  II,  p.  197. 

“S.  1164,  92d  Cong.,  1st  Sess.  (1971);  S. 
3347,  92d  Cong.,  2d  Sess.  (1972) . 

Securities  and  Exchange  Commission, 
White  Paper  on  Institutional  Membership 
Presented  by  Chairman  William  J.  Casey  to 
the  Subcommittee  on  Securities  of  the  Sen¬ 
ate  Committee  on  Banking,  Housing  and 
Urban  Affairs  (Apr.  20,  1972)  (“White 

Paper”) ,  reprinted  at  Senate  Hearings  on  In¬ 
stitutional  Membership,  supra  n.  110,  at  p. 
197;  1072  House  Hearings,  supra  n.  110,  at 
p.  4384. 

“  House  Study,  supra  n.  4,  at  pp.  149-150. 

’“See  S.  4071,  92d  Cong.,  2d  Sess.  Sec.  2 
(Oct.  9,  1972),  118  Cong.  Rec.  S.  17218  (Dally 
ed.,  Oct.  9,  1972).  In  sponsoring  this  legisla¬ 
tion,  Senator  Bennett  aptly  noted  that  this 
Commission  had  “not  sat  Idly  by  to  let 
present  problems  continue  unchallenged." 
118  Cong.  Rec.  S.  17219  (Dally  ed.,  Oct.  9, 
1972). 

”•  See  n.  9,  supra. 

“These  differences  were  noted  In  our  re¬ 
lease  publishing  proposed  Securities  Ex¬ 
change  Act  Rule  19b-2  for  public  comment: 

“The  •  •  *  rule  departs  In  several  respects 
from  the  rule  the  Commission,  on  May  26, 
1972,  requested  the  Presidents  of  all  regis¬ 
tered  securities  exchanges  to  adopt.  The  first 
sentence  of  section  1  has  been  modified  to 
clarify  that  the  proposed  rule  Is  Intended  to 
relate  to  the  purpose  of  exchange  member¬ 
ships.  In  addition,  clause  2(1)  of  the  rule 
originally  sent  to  all  exchanges  has  been 
deleted.  That  provision  specifically  had  In¬ 
cluded  partners,  officers,  directors  and  their 
Inunedlate  families  within  the  definition  of 
‘affiliated  person.’  It  does  not  appear  that  the 
existence  of  these  specified  relationships 
should  have  the  same  consequences  that  re¬ 
sult  from  affiliation,  except  where  the  general 
standard  utilized  to  measure  affiliation  In 
other  circumstances,  that  Is,  the  presence  or 
absence  of  a  control  relationship,  is  applica¬ 
ble  to  them." 

Securities  Exchange  Act  Release  No.  9716 
(Aug.  3,  1972)  at  p.  7;  37  FR  16409,  16411 
(Aug.  12,  1972). 

“See  discussion  Infra,  pp.  3920-3924. 

”•  Securities  Exchange  Act  Release  No.  9716 
(Aug.  3,  1972);  37  FR  16409  (Aug.  12,  1972). 

“Id.,  at  pp.  1,  6:  37  FR  at  16409-16410. 

“  Id.,  at  p.  6;  37  FR  at  16411. 

“  Id.,  at  pp.  7-9;  37  FR  at  16411-16412. 

“  Securities  Exchange  Act  Release  No.  9808 
(Oct.  6,  1972):  37  FR  21447  (Oct.  11,  1972). 

“  Commission  File  No.  S7-462,  supra  n.  16, 
Transcript  pp.  40,  130,  228. 

“  The  Securities  Exchange  Act,  as  we  dis¬ 
cuss  below,  pages  3906-3912,  Infra,  was  In¬ 
tended  to  be  a  response  to  many  problems 
extant  In  the  securities  Industry  In  1934.  Our 
concern,  for  purposes  of  Securities  Exchange 
Act  Rule  19b-2,  primarily  is  with  those  ob¬ 
jectives  of  the  legislation  concerning  broad 
adminlstrattive  regulation  of  exchanges. 

“See  Securities  and  Exchange  Commis¬ 
sion  V.  Ctq>ltal  Gains  Research  Bureau,  Inc., 
376  U.S.  180,  186  (1963). 

“See,  e.g.,  S.  1826,  68th  Cong.,  1st  Sess. 
(1924);  H.R.  2703,  68th  Cong.,  1st  Sess. 


(1924);  H  R.  5607,  70th  Cong.,  1st  Sess. 

“For  example,  H.R.  4,  n.  127,  supra,  was 
designed  to  regulate  short  selling  and  H.R. 
2703,  n.  127,  supra,  was  an  attempt  to  regu¬ 
late  so-called  “bucket  shop”  operations  and 
margin  transactions. 

Preamble,  Securities  Exchange  Act  of 
1934,  48  Stat.  881  (1934). 

“See  section  4  of  the  Act,  15  U.S.C.  78d. 

“  See  S.  Res.  No.  84,  72d  Cong.,  1st  Sess. 
(Dec.  14,  1931).  The  investigation  lasted  for 
over  2  years  and  resulted  in  the  compilation 
of  some  20  volumes  of  testimony  and  ex¬ 
hibits.  Part  of  the  Investigation  included 
hearings  on  the  predecessor  to  the  bill  that 
ultimately  was  enacted  as  the  Securities  Ex¬ 
change  Act — S.  2693 — a  bill  to  regulate  the 
national  securities  exchanges.  See  pp.  3907- 
3908,  infra. 

“See,  e.g..  Report  of  the  Senate  Commit¬ 
tee  on  Banking  and  Currency  on  Stock  Ex¬ 
change  Practices,  S.  Rep.  No.  1455,  73d  Cong., 
2d  Sess.  ( 1934) ,  at  30-47. 

“Id.,  atp.  31. 

“  Id.,  at  p.  36. 

“Ibid. 

“  Id.,  at  p.  47. 

“  The  results  of  the  investigation  were 
summarized  In  a  394-page  report  submitted 
to  the  Senate  on  June  6,  1934.  See  Report  of 
the  Senate  Committee  on  Banking  and  Cur¬ 
rency  on  Stock  Exchange  Practices,  n.  132, 
supra.  This  report  is  discussed  In  further 
detail  Infra,  at  p.  3908,  et  seq.  'The  Senate 
committee’s  report  was  submitted  to  the 
Senate  contemporaneously  with  the  passage 
of  the  Securities  Exchange  Act, 

“Id.,  atpp.  48-^9. 

“  Id.  at  pp.  80-81;  see  also,  S.  Rep.  No.  792, 
73d  Cong.,  2d  Sess.  4  ( 1934) . 

“Conunittee  on  Stock  Exchange  Regula¬ 
tion,  Report  to  Secretary  of  Commerce,  73d 
Cong.,  2d  Sess.  (Comm.  Print,  1934)  at  p.  7; 
Id.,  at  pp.  5-6.  The  Roper  Committee  In¬ 
cluded  John  Dickinson  (Chairman),  A.  A. 
Berle,  Jr.,  Arthur  H.  Dean,  J.  M.  Landis,  and 
Henry  L.  Richardson.  When  adopted  In  1933, 
the  Securities  Act  provided  that  its  admin¬ 
istration  should  reside  with  the  Federal 
’Trade  Commission. 

’“Id.,  at  pp.  8-9. 

“Id.,  at  p.  12. 

“  Ibid. 

“H.R.  Rep.  No.  1383,  73d  Cong.,  2d  Sess., 
1  (1934). 

“  Id.,  at  p.  2. 

“H.R.  7852,  73d  Cong.,  2d  Sess.  (1934); 
S.  2693,  73d  Cong.,  2d  Sess.  (1934). 

“78  Cong.  Rec.  2270-2271  (1934). 

“78  Cong.  Rec.  7697  (1934).  See  also,  78 
Cong.  Rec.  7925  (statement  of  Rep.  Chap¬ 
man);  78  Cong.  Rec.  7689  (statement  of  Rep. 
Sabath);  78  Cong.  Rec.  7690  (statement  of 
Rep.  Sabath);  78  Cong.  Rec.  7866  (stateihent 
of  Rep.  Wolverton):  78  Cong.  Rec.  7925 
(statement  of  Rep.  Chapman);  78  Cong.  Rec. 
8163  (statement  of  Sen.  Fletcher):  78  Cong. 
Rec.  8174  (statement  of  Sen.  Fletcher) 
(1934). 

“•Hearings  on  H.R.  7852  and  H.R.  8720 
before  the  House  Committee  on  Interstate 
and  Foreign  Commerce,  73d  Cong.,  2d  Sess. 
20  (1934). 

“  Id.,  at  p.  26. 

“Compare  H.R.  7852,  73d  Cong.,  2d  Sess. 
(1934),  with  H.R.  8720,  73d  Cong.,  2d  Sess. 
(1934). 
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•^See  S.  2693,  73<1  Cong.,  2d  Sess.,  section 
10  (1934):  HJt.  7852,  73d  Cong..  2d  Sess., 
section  10  ( 1934) . 

^  See  Heelings  on  H  Jt.  7852  and  H.R.  8720 
Before  the  House  Committee  on  Interstate 
and  Foreign  Commerce,  73d  Cong.,  2d  Sess. 
124  (1934)  (emphasis  supplied).  See  also, 
id.  atpp.  117, 123. 

See  section  1 1  of  the  Securities  Exchange 
Act,  15  U.S.C.  781c.  which  provides,  in  per¬ 
tinent  part,  that 

“(a)  The  Commission  shall  prescribe  such 
rules  and  regulations  as  it  deems  necessary 
OT  appropriate  in  the  public  Interest  or  for 
the  protection  of  Investors,  (1)  to  regulate 
or  prevent  floor  trading  by  members  of  na¬ 
tional  securities  exchanges,  directly  or  indi¬ 
rectly  for  their  own  account  or  for  discre¬ 
tionary  accounts,  and  (2)  to  prevent  such  ex¬ 
cessive  trading  on  the  exchange  but  off  the 
floor  by  members,  directly  or  indirectly  for 
their  own  account,  as  the  Commission  may 
deem  detrimental  to  the*  maintenance  of  a 
fair  and  orderly  market.” 

i“78  Cong.  Rec.  7862  (1934). 

Securities  Exchange  Act  of  1934.  section 
11(e),  15  u  se.  78k(e).  This  report  was  sub¬ 
mitted  to  Congress  on  June  20.  1936.  See 
Securities  and  Exchange  Commission,  Report 
on  the  Feasibility  and  Advisability  of  the 
Complete  Segregation  of  the  Functions  of 
Dealer  and  Broker  (O.P.O.  ed.,  1936).  In  our 
report,  we  concluded,  inter  alia,  that,  al¬ 
though  the  combination  of  the  broker  and 
dealer  functions  did  involve  serious  problems 
of  conflict  of  interest,  there  was  no  need  to 
legislate  a  complete  segregation  of  these 
functions  inasmuch  as  we  had  been  granted 
ample  administrative  power  to  deal  with 
most  of  the  known  abuses.  Id.,  at  pp.  109-110. 

*=•  Compare  H  R.  9323,  73d  Cong.,  2d  Sess. 
(1934),  with  S.  3420,  73d  Cong.,  2d  Sess. 
(1934>. 

•«S.  Rep.  No.  792,  73d  Cong.,  2d  Sess.  5 
(1934). 

‘“HR.  Rep.  No.  1383,  73d  Cong.,  2d  Sess. 
6-7  (1934). 

Id.,  at  p.  15. 

Ibid. 

78  Cong.  Rec.  7696.  Representative 
Sabath  observed  in  this  context  that: 

“There  is  no  man  living,  there  is  no  com¬ 
mittee  in  existence,  that  could  write  in  any 
bill  all  the  desirable  regulation  for  stock  ex¬ 
changes  Consequently,  we  must  delegate  this 
power  to  the  agency  we  designate  to  enforce 
this  legislation  •  • 

78  Cong.  Rec  8092.  See  78  Cong.  Rec.  8091 
(statement  of  Representative  Lea). 

‘*>78  Cong.  Rec.  8011  (1934).  See  also,  S. 
Rep.  No.  792,  73d  Cong.,  2d  Sess.  5  (1934);  78 
Cong.  Rec.  7862  (statement  of  Rep.  Lea);  78 
Cong.  Rec.  7869-7869  (statement  of  Rep. 
Maloney);  78  Cong.  Rec.  7691  (statement  of 
Rep.  Cox);  78  Cong.  Rec.  8091  (statement  of 
Rep.  Lea) . 

See  pp.  3906-3909.  supra. 

Phelps  Dodge  Corp.  v.  National  Labor 
Relations  Board.  313  U  S.  177,  185-186  (1941). 

Permian  Ba.sln  Area  Rate  Cases,  390  U.S. 
747,  776  (1968);  see  also,  American  Commer¬ 
cial  Lines.  Inc.  v.  Louisville  &  Nashville  Rail¬ 
road  Co..  392  U.S.  571. 592  (1968) . 

Krr  Phelps  Dodge  Corp.  v.  National  Labor 
Relations  Board.  313  U.S.  177,  194  (1941). 

United  States  v.  Southwestern  Cable  Co., 
392  U.S.  157.  177  (1968) ,  citing  Permian  Basin 
Area  Rate  Cases,  390  U.S.  747,  780. 

’■*  See.  Securities  and  Exchange  Commis¬ 
sion  V.  C.  M.  Joiner  Leasing  Corp.,  320  U.S. 
344  (1943);  Securities  and  Exchange  Com¬ 
mission  V.  United  Benefit  Life  Ins.  Co.,  387 
U.S.  202  (1967);  Securities  and  Exchange 
Commission  v.  Capital  Gains  Research  Bu¬ 
reau.  Inc.,  375  U.S.  180  (1963);  Tcherepnln 
v.  Knight,  389  U.S.  332  (1967);  Superintend¬ 


ent  of  Insurance  of  the  State  of  New  York 
V.  Bankers  Life  A  Cas.  Co.,  404  UH.  6  (1971); 
Affiliated  Ute  Citizens  v.  United  States,  406 
U.S.  128.  151  (1972). 

See  also,  Landis,  The  Administrative  Proc¬ 
ess  17  (1968) : 

“When  today  we  think  of  *  *  *  the  stock 
exchange  problem,  we  thing  of  [it]  *  *  *  in 
terms  of  the  responsibility  for  (its]  solution 
as  it  may  rest  with  the  •  •  •  Securities  and 
Exchange  Commission.” 

See  also,  id.,  at  pp.  14-15,  54-55. 

“"See  Securities  and  Exchange  Commis¬ 
sion  V.  C.  M.  Joiner  Leasing  Corp.,  supra,  320 
U.S.  34^.  349. 

“•  320  U.S.  344,  350-351;  see  also,  Permian 
Basin  Area  Rate  Cases,  390  U.S.  747,  776 
(1968). 

Congress  recognized  that  “control  of 
the  exchange  mechanism  is  a  necessary  part 
of  any  effective  regulation.”  H.R.  Rep.  No. 
1383,  73d  Cong.  2d  Sess.  14  (1934). 

15  U.S.C.  78b. 

Ibid. 

“»Ibld.  (emphasis  supplied). 

“*The  Senate  Committee  considering  the 
Securities  Exchange  Act  viewed  that  Act  and 
the  Securities  Act  of  1933,  15  UJ3.C.  77a.  et 
seq.,  as  vesting  “in  the  Securities  and  Ex¬ 
change  Commission  Jurisdiction  over  the 
source  of  and  traffic  in  securities.”  S.  Rep. 
No.  1455,  73d  Cong.,  2d  Sess.  393  (1934). 

See  pp.  36-53,  supra. 

15  U.S.C.  78w(a). 

“*See,  e  g..  United  States  v.  Southwest 
Cable  Co..  392  UB.  157,  181  (1968);  Permian 
Basin  Area  Rate  Cases,  390  U.S.  t47,  787 
(1968):  Federal  Power  Commission  v.  Tex¬ 
aco,  Inc.,  377  U.S.  33,  41  (1964);  American 
Trucking  Associations,  Inc.  v.  United  States, 
344  U  S.  298.311  (1953). 

‘“Section  5  of  the  Act.  15  U.S.C.  78e. 

Section  6(a)  of  the  Act,  15  U.S.C.  78f 

(a). 

Section  6(b)  of  the  Act.  15  U.S.C.  78f  (b) . 
Under  the  rules  each  exchange  is  required 
to  adopt,  any  willful  violation  of  the  Se¬ 
curities  Exchange  Act  or  the  rules  and  reg¬ 
ulations  thereunder  must  be  deemed  to  be 
conduct  inconsistent  with  “just  and  equi¬ 
table  principles  of  trade.” 

“"Section  6(d)  of  the  Act,  15  U.S.C.  78f 
(d). 

Ibid. 

“"Section  6(f)  of  the  Act.  15  U.S.C.  78f(f). 

‘“Section  17(a)  of  the  Act,  15  U.S.C.  78q 
(a) .  Registered  broker-dealers  who  transact 
business  other  than  on  a  national  securities 
exchange  also  are  required  to  maintain  com¬ 
prehensive  accounts  and  records.  Ibid. 

‘“Ibid. 

Section  8(b)  of  the  Act,  15  U.S.C.  78h(b) . 

‘“Section  8(c)  of  the  Act,  15  U.S.C.  78h(c). 

’“Section  11  of  the  Act.  15  U.S.C.  78k. 

See  p.  3908.  supra. 

’®‘  See  S.  2693.  73d  Cong.,  2d  Sess.  section 
10  (1934);  H  R.  7852,  73d  Cong.,  2d  Sess.  sec¬ 
tion  10  (1934);  Hearings  on  H.R.  7852  and 
H  R.  8720  before  the  House  Committee  on 
Interstate  and  Foreign  Commerce,  73d  Cong., 
2d  Sess.  124  (1934)  (testimony  of  Thomas 
Corcoran ) . 

‘•‘H.R.  Rep.  No.  1383,  73d  Cong.,  2d  Sess. 
15  (1934). 

Ibid. 

'•‘See  78  Cong.  Rec.  7862  (1934)  (state¬ 
ment  of  Rep.  Lea) . 

'•"Securities  Exchange  Act  section  19(b), 
15  U.S.C.  7As(b). 

See  p.  3907,  supra. 

‘•"Thus  residual  authority  was  given  with 
the  intention  of  “letting  the  exchanges  take 
the  leadership  with  Government  playing  a 
residual  role.  Government  would  keep  the 
shotgun,  so  to  speak,  behind  the  door,  loaded, 
well  oll^,  cleaned,  ready  for  use  but  with 
the  hope  It  would  never  have  to  be  used.” 


Douglas.  Democracy  and  Finance  (Allen  ed., 
1940) ,  p.  82. 

‘••In  a  comparable  context,  the  Supreme 
Court  deflned  the  scope  of  the  term  “includ¬ 
ing"  in  a  statute  which  catalogued  another 
administrative  authority’s  statutory  powers, 
and  stated  that  to  attribute  a  limiting  func¬ 
tion  to  the  term  would  be  “to  shrivel  a  versa¬ 
tile  principle  to  an  Illustrative  application. 
We  And  no  Justlflcation  whatever  for  at¬ 
tributing  to  Congress  such  a  caustic  with¬ 
drawal  of  the  authority  which  •  •  •  it 
clearly  has  given.” 

Phelps  Dodge  Corp.  v.  National  Labor  Rela¬ 
tions  Board.  313  U.S.  177,  189  (1941).  Ac¬ 
cord.  National  Broadcasting  Co.  v.  United 
States.  319  UB.  190,  219-220  (1943). 

““H.R.  Rep.  No.  1383,  73d  Cong.,  2d  Sess. 
15  (1934). 

“'78  Cong.  Rec.  8497  (1934).  See  also. 
Hearings  Before  the  Senate  Committee  on 
Banking  and  Currency  on  S.  Res.  84  (  72d 
Cong.)  and  S.  Res.  56  and  S.  Res.  97  (73d 
Cong.),  73d  Cong.,  2d  Sess.  (1934),  pt.  15  at 
pp.  6583,  6723  (Testimony  of  Richard  Whit¬ 
ney,  President,  New  York  Stock  Exchange ) , 
6963  (Testimony  of  Howard  Butcher,  Jr., 
Vice-President,  Philadelphia  Stock  Ex¬ 
change);  Hearings  on  H.R.  7852  and  H.R. 
8720  Before  the  House  of  Representatives 
Committee  on  Interstate  and  Foreign  Com¬ 
merce,  73d  Cong.,  2d  Sess.  (1934),  at  pp.  160, 
227;  In  the  Matter  of  the  Rules  of  the  New 
York  Stock  Exchange.  10  S.E.C.  270,  294 
(1941) : 

“It  is  clear  from  this  language  that  Con¬ 
gress  did  not  intend  to  empower  this  Com¬ 
mission  to  alter  or  supplement  all  rules  of  a 
national  securities  exchange.  At  the  same 
time,  it  is  plain  that  the  language  ‘such 
matters  as'  and  ‘similar  matters’  calls  for  a 
broad  construction  of  the  section.” 

“•Hearings  on  HR.  7852  and  HR.  8720 
Before  the  House  of  Representatives  Commit¬ 
tee  on  Interstate  and  Foreign  Commerce,  73d 
Cong.,  2d  Sess.  (1934),  at  p.  125. 

*“  As  we  have  noted,  supra  pp.  3903-3904, 
the  issue  of  institutional  membership  is,  in 
part,  a  function  of  fixed  minimum  commis¬ 
sion  rates. 

As  we  have  stated  on  another  occasion ; 

“The  only  qualifleation  is  that  such  ‘mat¬ 
ters’  be  similar  to  those  specifically  enumer- 
rated,  that  is.  that  they  should  be  ‘somewhat 
like’  or  have  ‘a  general  likeness’  to  them.” 

In  the  Matter  of  the  Rules  of  the  New  York 
Stock  Exchange.  10  S.E.C.  270.  297  (1941). 

Special  Study,  supra,  n.  39,  pt.  4,  p.  696. 

•“  See  discussion,  p.  3910,  supra. 

•“Sec.  6(d)  of  the  act.  15  U.S.C.  78f(d). 

•“See,  e.g..  Commission  File  No.  S7-462, 
supra  n.  16,  written  comments  of  PBW  Stock 
Exchange,  Inc.  (Sept.  8.  1972);  Channlng 
Management  Corp.  (Oct.  5,  1972);  American 
Life  Convention-Life  Insurance  Association 
of  America  (Oct.  3.  1972). 

•“See  cases  cited  n.  169,  p.  3909,  supra. 
Some  of  those  commentators  who  have 
spoken  out  against  the  Commission’s  rules 
apparently  have  conceded  that  the  Commis¬ 
sion  possesses  the  necessary  authority  by 
virtue  of  sec.  19(b),.  Thus,  for  example,  the 
Antitrust  Division  of  the  Department  of 
Justice,  in  rejecting  the  notion  that  any 
further  expansion  of  our  authority  over  ex¬ 
change  practices  was  necessary  in  light  of 
sec.  19(b),  stated  before  Congress: 

“But  there  is  an  open-ended  phrasing  of 
sec.  19(b)  granting  the  Commission  power 
over  exchange  rules  concerning  matters  that 
are  ‘similar’  to  those  enumerated  In  the  stat¬ 
ute.  Because  of  this  open-ended  phrasing 
and  Inherent  relationship  between  many  of 
the  categories  enumerated  in  19(b)  and 
membership,  it  would  seem  that  the  Commis¬ 
sion  does  have  sufficient  power  to  deal  with 
this  problem.” 


FEDERAL  REGISTER,  VOL.  38,  NO.  26 — THURSDAY,  FEBRUARY  8,  1973 


Hearings  Befcnre  the  Subcommittee  on 
Commerce  and  Finance  of  tbe  House  Com¬ 
mittee  on  Interstate  and  Foreign  Commerce, 
92d  Cong..  2d  Seas.,  pt.  8,  p.  4119  (1972). 
Since  It  is  not  entirely  in  accord  with  the 
rule  we  proposed  for  comment,  however,  the 
Antitrust  Division  has  expressed  some  res¬ 
ervations  concerning  Its  earlier,  expansive  po¬ 
sition  regarding  oiur  authority.  See  Commis¬ 
sion  File  No.  87-452,  supra  n.  16,  written 
comments  of  the  Antitrust  Division  of  the 
Department  of  Justice  (Oct.  3,  1972),  pp.  29- 
32. 

*>0  See  supra  n.  208. 

Senate  Hearings  on  S.  2693  at  p.  6567. 

Securities  and  Exchange  Commission 
Report  on  the  Government  of  Securities  Ex¬ 
changee,  H.R.  Doc.  No.  85,  74th  Cong.,  1st 
Seas.  (1935). 

“*  Id.,  at  2. 

”*  Id.,  at  6. 

*“Ibld.  As  further  evidence  of  the  broad 
powers  be  believed  the  Seciuritles  Exchange 
Act  conferred  upon  this  agency  with  respect 
to  exchange  operations  and  practices,  the 
Commission  ooncluded  In  Its  report  that  no 
fiurther  steps  needed  to  be  taken  by  Congress 
at  that  time  to  Insure  more  public  repre¬ 
sentation  on  governing  conunittees  of  ex¬ 
changes.  The  reason  for  this  conclusion  was 
succinctly  stated  by  the  Commission: 

"That  act  already  provides  a  considerable 
degree  of  public  supervision  over  exchange 
practices  and  exchange  government." 

««15  U.S.C.  78s  (a)  (3). 

“T15  UH.C.  78w(a). 

*“346  F.  Supp.  217  (S.D.  N.Y.,  1972),  af¬ 
firmed  per  curiam,  466  F.  2d  743  (C.A.  2, 
1972). 

346  P.  Supp.  at  228. 

The  Coiud:  specifically  mentioned  Repre¬ 
sentative  John  Moss,  Chairman  of  the  Hoxise 
Subcommittee  on  Commerce  and  Finance, 
Senator  Harrison  Williams,  Jr..  Chairman  of 
the  Senate  Subcommittee  on  Securities  and 
Senator  Philip  A.  Hart. 

346  F.  Supp.  at  228.  (Emphasis  supplied.) 

*»S.  Rep.  No.  1455,  73d  Cong.,  2d  Sess.  49 
(1934). 

See  Securities  Exchange  Act  Release  No. 
9716  (Aug.  3,  1972)  at  pp.  4.  5;  37  Fed.  Reg. 
16409,  16410,  16411  (Aug.  12,  1972). 

*“See,  e.g..  Commission  File  No.  S7-452, 
supra  n.  16,  written  comments  of:  Antitrust 
Division  of  the  United  States  Department  of 
Justice  (Oct.  3,  1972);  AmOTlcan  Life  Con¬ 
vention-Life  Insurance  Association  of  Amer¬ 
ica  (Oct.  3,  1972) ;  PBW  Stock  Exchange,  Inc. 
(Oct.  2, 1972) . 

OB  See  discussion  supra,  pp.  3909-3911. 
Ciuiously,  the  same  commentators  who  virge 
upon  us  the  view  that  we  lack  authority  to 
promulgate  rules  for  the  appropriate  utiliza¬ 
tion  of  exchange  membership  pursuant  to 
section  19(b)  of  the  Securities  Exchange  Act 
also  urge  that  section  19(b)  requires  us  to 
hold  an  adversary  hearing.  If  the  former  con¬ 
tention.  concerning  our  lack  of  authority 
over  the  appropriate  utilization  of  exchange 
membership  under  section  19(b)  of  the  Act, 
were  valid,  any  procedural  requirements  of 
that  section  would  be  Inapplicable  to  these 
proceedings. 

•"It  section  19(b)  were  read  to  require  an 
adversary  hearing  under  all  circumstances, 
there  would  be  no  meaning  to  the  alterna¬ 
tive  methods  of  implementing  that  section’s 
provisions — ^nile  making  and  adjudication.  In 
light  of  the  very  meticulous  consideration 
paid  by  Congress  to  the  distinction  between 
rules  and  regulations  on  the  one  hand,  and 
orders  on  the  other  hand  (see  p.  3912, 
Infra),  we  cannot  concur  In  the  suggestion 
that  an  adversary  hearing  is  reqxilred. 

s'^See  supra,  pp.  3906-3909. 

Silver  ▼.  New  York  Stock  Exchange,  878 
UH.  341,362  (1968). 

**See  supra,  p.  3906. 
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“"See  supra,  pp.  3909-3911. 

m  Committee  on  Administrative  Procedure. 
Report  on  Administrative  Procedure  in  Qor- 
emment  Agencies,  8.  Doc.  No.  8,  77th  Cong., 
1st  Sess.  1  (1941). 

Id.,  at  p.  3903. 

"“Ibid.  Accord,  Landis,  The  Administra¬ 
tive  Process  46  ( 1938) . 

Committee  on  Administrative  Proce¬ 
dure.  Report  on  Administrative  Procedure 
In  Government  Agencies,  supra  n.  229,  at 
p.  17. 

“"Id.,  at  p.  19.  As  the  Committee  there 
noted; 

"Specialization  has  further  consequences 
In  procedure.  Because  the  members  of  an 
agency  or  its  staff — ^llke  persons  of  similar 
experience  In  private  affairs — approach 
problems  of  administration  with  a  consider¬ 
able  backg;round  of  knowledge  and  experience 
and  with  the  equipment  for  Investigation, 
they  can  accomplish  much  of  the  work  of  the 
agency  without  the  necessity  of  informing 
themselves  by  the  testimonial  process.” 

“"See  p.  3902,  supra. 

“"Landis,  The  Administrative  Process  22- 
23  (1968). 

“"See  p.  3912,  supra. 

“•78  Cong.  Rec.  8091  (1934)  (remarks  of 
Representative  Lea). 

“•  During  the  consideration  of  the  House 
bill,  H.R.  9322,  Representative  Fish  suggested 
the  deletion  of  the  Commission’s  rule  making 
authority  In  what  Is  now  section  19(b),  and 
proposed.  Instead,  that  the  Commission  be 
empowered  to  act  solely  by  order.  78  Cong. 
Rec.  8067  (1934).  The  amendment  was  re¬ 
jected  at  that  time.  Id.,  at  p.  8093. 

’The  Senate  passed  bill,  S.  3420  pro¬ 
vided,  ’That  the  Commission’s  authority  un¬ 
der  section  19(b)  could  be  exercised  solely 
by  "order.”  Id.,  section  19(b).  The  Confer¬ 
ence  Committee,  which  generally  adopted  the 
Senate  version  of  the  section  authorized  the 
Commission  to  act  both  by  rule  making  and 
by  order.  H.R.  Rep.  No.  1838,  73d  Cong.,  2d 
Sess.  37  (1934).  The  explanation  for  this 
dichotomy  may  be  gleaned  from  the  remarks 
of  Representative  Lea,  quoted  at  p.  3912, 
supra. 

“•In  1941,  representatives  of  the  securi¬ 
ties  Industry  proposed  legislation  which,  Inter 
alia,  would  have  deleted  our  authority  to 
act  by  rules  or  regulations  under  Section 
19(b).  While  we  did  not  express  any  oppo¬ 
sition  to  this  proposed  revision  of  the  Act, 
see  Securities  and  Exchange  Commission, 
Report  on  Proposals  for  Amendments  to  the 
Securities  Act  of  1933  and  the  Securities  Ex¬ 
change  Act  of  1934,  77th  Cong.,  1st  Sess.  39 
(House  Conun.  Print,  August  7,  1941),  the 
Congress  apparently  did,  since  this  proposal 
never  was  Implemented. 

“•  See  p.  3912,  supra.  The  unsuccessful  at¬ 
tempts  to  delete  our  rule  making  authority 
from  section  19(b)  were  predicated  on  the 
uniform  belief  that  rule  making  afforded 
greater  administrative  fiexlblllty  and  re¬ 
stricted,  If  not  precluded,  judicial  review  of 
agency  action.  See,  e.g.,  78  Cong.  Rec.  8087. 
8090-8092  (1934).  As  Representative  Ray¬ 
burn  noted: 

"If  you  are  going  to  say  that  the  Com¬ 
mission  may  do  this  by  rules  and  regula¬ 
tions,  that  is  one  thing.  If  you  are  going  to 
say  that  the  Commission  shall  formulate 
rules  and  regulations  and  Issue  them  In  the 
form  of  orders,  that  Is  another  thing;  and 
every  one  of  them  could  be  tied  up  In  the 
courts  from  12  to  24  months  and  thus  ab¬ 
solutely  negative  the  very  things  we  have 
done  In  the  preceding  forty -odd  pages  of  this 
bill." 

78  Cong.  Rec.  8093  (1934).  What  Is  now 
section  26(a)  of  the  Act  provides  the  only 
statutory  form  tcx  judicial  review  of  Commis¬ 
sion  action;  It  Is  limited  to  "orders"  en¬ 
tered  in  a  "proceeding."  Prior  to  the  passage 
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of  the  Securities  Exchange  Act,  representa¬ 
tives  of  the  New  York  Stock  Exchange  ex¬ 
plicitly  suggested  that  what  Is  now  Section 
26(a)  of  the  Act  should  be  amended  to  per¬ 
mit  judicial  review  of  our  rules  and  regu¬ 
lations,  as  well  as  orders.  See  Hearings  on  S. 
Res.  84  (  72d  Cong.),  S.  Res.  66  and  S.  Res. 
97  (73d  Cong.)  Before  the  Senate  Committee 
on  Banking  and  Currency,  72d  Cong.,  2d 
Sess.  and  73d  Cong.,  Ist  and  2d  Sess.,  pt.  16, 
pp.  7569-7672  (1934).  Ferdinand  Pecora, 

counsel  for  the  subcommittee  and  a  drafts¬ 
man  of  the  legislation,  expressed  the  views 
ultimately  adopted  by  the  Committee: 

“Mr.  Pecora  (continuing) .  You  will  put  the 
•  •  •  Conunlsslon,  then.  In  the  position  of 
making  rules  and  regulations  for  which  a 
court  may  provide  a  substitute  •  •  • 
***** 

"Mr.  Redmond  (Roland  L.  Redmond  was 
attorney  for  the  New  York  Stock  Exchange 
(id.  at  7539)).  But  was  not  this  section  In¬ 
tended  to  allow  citizens  who  were  aggrieved 
by  the  action  of  the  Commission — 

"Mr.  Pecora.  By  an  order,  which  is  different 
from  a  rule  or  regulation.” 

Id.,  at  pp.  7669-7670  (emphasis  supplied) . 
5  U.S.C.  651(4)  defines  the  term  “rule” 
as: 

"the  whole  or  part  of  an  agency  statement 
of  general  or  particular  applicability  and 
future  effect  designed  to  implement,  inter¬ 
pret,  or  prescribe  law  or  policy  or  describing 
the  organization,  procedure,  or  practice  re¬ 
quirements  of  an  agency  and  Includes  the 
approval  or  prescription  for  the  future  of 
rates,  wages,  corporate  or  financial  structures 
or  reorganizations  thereof,  prices,  facilities, 
appliances,  services  or  allowances  therefor  or 
of  valuations,  costs,  or  accounting,  or  prac¬ 
tices  bearing  on  any  of  the  foregoing  •  • 
"Rule  making”  Is  defined  by  the  Act  as  the 
"agency  process  for  formulating,  amending, 
cft  repealing  a  rule  •  •  5  U.S.C.  651(5). 

An  "order,”  under  the  Administrative  Pro¬ 
cedure  Act,  as  codified, 

"means  the  whole  or  a  part  of  a  final  dis¬ 
position,  whether  affirmative,  negative,  in¬ 
junctive,  or  declaratcny  In  form,  of  an  agency 
In  a  matter  other  than  rule  making  but  in¬ 
cluding  licensing  •  • 

6  U.S.C.  661(6). 

Finally,  5  U.S.C.  551(7)  defines  "adjudica¬ 
tion”  to  mean  the  “agency  process  for  the 
formulation  of  an  order  *  • 

•“Attorney  General,  Manual  on  the  Ad¬ 
ministrative  Procedure  Act  (1947). 

•“  Id.,  at  pp.  14-15.  Accord,  Columbia 
Broadcasting  System,  Inc.  v.  United  States, 
316  U.S.  407  (1942);  American  Airlines,  Inc. 
V,  Civil  Aeronautics  Board,  359  F.  2d  624, 
629—630  (C.A.  D.C.)  (en  banc) ,  certiorari 
denied,  385  U.S.  843  (1966).  In  Columbia 
Broadcasting,  supra,  the  Supreme  Court 
stated  (316  U.S.  at  p.  418) : 

Unlike  an  administrative  order  or  a  court 
judgment  adjudicating  the  rights  of  individ¬ 
uals,  which  is  binding  only  on  the  parties 
to  the  particular  proceeding,  a  valid  exercise 
of  the  rule  making  power  Is  addressed  to  and 
sets  a  standard  of  conduct  for  all  to  whom 
Its  terms  apply.  It  operates  as  such  In  advance 
of  the  Imposition  of  sanctions  upon  any  par¬ 
ticular  Individual. 

•"  Bee  Securities  Exchange  Act  Release  No. 
9716  (Aug.  3, 1972) ,  at  p.  5;  37  FR  16409,  16411 
(Aug.  12,  1972),  proposing  Securities  Ex¬ 
change  Act  Rule  19b-2,  cited  at  supra,  p.  70. 
“■  See  discussion  Infra,  pp.  3924-3925. 

“•See  In  the  Matter  of  the  Rules  of  the 
New  York  Stock  Exchange,  10  S.E.C,  270 
(1941). 

*“  See  Securities  Exchange  Act  Release  No. 
7981  (Oct.  20,  1966),  announcing  the  adop¬ 
tion  of  Securities  Exchange  Act  Rule  19b-l, 
seittlng  forth  minimum  capital  requirements 
for  nonmember  exchange  market  makers. 
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Very  early  In  o\ir  administration  of  the 
Securities  Exchange  Act,  we  recognized  that 
the  matters  enumerated  in  section  19(b) 
"affect  the  exchanges  as  a  group  and  are  not 
confined  to  one  exchange  alone.”  In  the  Mat¬ 
ter  of  the  Rules  of  the  New  York  Stock  Ex¬ 
change.  10  S.E.C.  270.  294  (1941).  Accord.  In 
the  Matter  of  the  Torrlngton  Co.,  19  S.E.C. 
39.  53  (1945). 

*>See  Policy  Statement,  supra  n.  1,  at  pp. 
10-12.  As  noted  by  the  House  Study,  supra 
n.  4,  , 

“The  keynote  in  the  development  of  a  cen¬ 
tral  market  system  should  be  to  achieve  the 
highest  measure  of  uniformity  In  rules  con¬ 
sistent  with  the  greatest  amount  of  investor 
protection  *  •  •  ,  (CJornplete  uniformity  Is 
not  desirable  If  such  uniformity  Is  used  as 
a  contrivance  to  force  upon  some  exchanges 
regulation  which  would  have  the  effect  of 
perpetuating  the  existing  competitive  advan¬ 
tages  of  various  exchanges  to  the  detriment 
of  other  exchanges  and  inhibiting  the  growth 
of  regional  exchanges.  Determining  the  pre¬ 
cise  balance  between  uniformity  and  diver¬ 
sity  In  rules  is  a  task  which  is  best  left  to 
the  expertise  of  the  Securities  and  Exchange 
Commission,  under  appropriate  guidelines 
established  by  the  Congress.  At  a  very  mini¬ 
mum.  there  should  be  complete  uniformity 
In  standards  tor  reporting  of  transactions 
and  In  prohibitions  against  manipulation, 
‘painting  the  tf^’  and  other  undesirable 
trading  activities.  The  rules  requiring  that 
public  orders  receive  priority  in  trades  should 
also  be  uniform.  Similarly,  rules  governing 
membership  on  exchanges  •  •  •  should  be 
uniform.” 

Id.,  at  p.  129  (emphasis  supplied) . 

»“  See.  e.g..  Friendly,  The  Federal  Adminis¬ 
trative  Agencies:  The  Need  for  Better  Defini¬ 
tion  of  Standards  146  (1962);  Redford,  Na¬ 
tional  Regulatory  Commissions:  Need  for  a 
New  Look  9  (1959);  Landis.  Report  on  Regu¬ 
latory  Agencies  to  the  President-Elect  22-24 
(1960);  Task  Force  Report  on  Regulatory 
Comn^sslons  40-42  ( 1949 ) ;  Hector,  Problems 
of  the  CAB  and  the  Independent  Regulatory 
Commissions,  60  Yale  VJ.  931  (1960). 

See,  e.g.,  n.  222,  supra. 

Securities  and  Exchange  Commission  v. 
Chenery  Corp.,  332  UJ3.  194.  202  (1947)  (em¬ 
phasis  in  original).  See  also.  Friendly,  The 
Federal  Administrative  Agencies:  The  Need 
for  Better  Definition  of  Standards  145  (1962) ; 
Friendly,  A  Look  at  the  Federal  Administra¬ 
tive  Agencies,  60  Colum.  L.  Rev.  429,  437 
(1960).  In  Chenery,  supra,  the  Court  did, 
however,  make  clear  that 

“the  choice  made  between  proceeding  by 
general  rule  by  individual,  ad  hoc  litiga¬ 
tion  is  one  that  lies  primarily  in  the  in¬ 
formed  discretion  of  the  administrative 
agency.” 

332  U  S.  at  p.  203. 

•“See  former  section  4(b  of  the  Adminis¬ 
trative'  Procedure  Act,  now  codified  as  6 
u  s  e.  553(b). 

•“  See  5  U.S.C.  554. 

*•  “The  test  of  the  Judicial  process,  tradi¬ 
tionally,  is  not  the  fair  disposition  of  the 
controversy;  it  is  the  fair  disposition  of  the 
controversy  upon  the  record  as  made  by  the 
parties  •  •  *.  (For  the  administrative] 
process  to  be  successful  in  a  partlcvUar  field. 
It  is  imperative  that  controversies  be  decided 
as  “rightly”  as  possible,  independently  of  the 
formal  record  the  parties  themselves  pro¬ 
duce.  The  ultimate  test  of  the  administra¬ 
tive  is  the  policy  that  it  formulates;  not  the 
fairness  as  between  the  parties  of  the  dl^>o- 
sition  of  a  controversy  on  a  record  of  their 
own  making.” 

Landis,  The  Administrative  Process  36-39 
(1938). 

•“  See,  e.g..  Senate  Hearings  on  Institu¬ 
tional  Membership,  supra  n.  110;  1972  House 
Hearings,  supra  n.  110;  1972  House  Hearings, 
supra  n.  110;  Hearings  before  the  Subcom¬ 


mittee  on  Securities  of  the  Committee  on 
Banking.  Housing  and  Urban  Affairs,  United 
States  Senate,  92d  Cong.,  1st  Sess.  ( 1971 ) . 

Securities  Exchange  Act  Release  No. 
9716  (Aug.  3,  1972)  at  p.  2;  87  FR  16409, 
16410  (Aug.  12.  1972).  See  also.  Release  No. 
9716,  supra,  at  p.  5;  37  FR  at  16411. 

•wSee  cases  cited  at  n.  269,  Infra;  Com¬ 
mittee  on  Administrative  Procedure^  Admin¬ 
istrative  Procedure  In  Government  Agencies, 
S.  Doc.  No.  8,  T7th  Cong.,  1st  Sess.  105-111 
(1941);  see  generally,  1  Davis,  Administra¬ 
tive  Law  Treatise  $6.06  (1958). 

“Adjudicatory  or  trial-type  proceedings 
also  may  isolate  the  agency  from  its  staff.  See 
former  Section  5  of  the  Administrative  Pro¬ 
cedure  Act,  now  codified  as  5  UB.C.  554,  es¬ 
pecially  subsections  (c)  and  (d).  The  agency 
is  thereby  prevented  from  fully  utilizing  its 
expertise,  for  an  agency’s  expertise  resides  In 
large  part  in  its  staff.  In  a  rulemaking  pro¬ 
ceeding,  the  separatlon-of-functlons  provi¬ 
sions  do  not  apply,  there  being  no  adversary 
proceeding,  and  the  agency  may  draw  freely 
on  the  knowledge  and  experience  of  its  staff. 
It  seems  clear  that  an  agency’s  ability  to 
f(»mulate  substantive  standards  of  oonduct 
must  be  impaired  when  full  access  to  its 
own  staff  is  denied. 

“  Securities  and  Exchange  Commission  v. 
Chenery  Corp.,  332  UB.  194,  202  (1947); 
Friendly.  A  Look  at  the  Federal  Administra¬ 
tive  Agencies,  60  Colum.  L.  Rev.  429,  436-437 
(1960);  Friendly,  The  Federal  Administra¬ 
tive  Agencies:  ’The  Need  for  Better  Defini¬ 
tion  of  Standards  142-147  (1962);  Bernstein, 
Regulating  Business  by  Independent  Com¬ 
mission  179-182  (1955). 

“See  p.  3914  n.  269,  Infra. 

“See,  e.g..  Commission  File  No.  S7-452, 
supra,  n.  16,  written  comments  of:  PBW 
Stock  Exchange,  Inc.  (Oct.  2, 1972) ;  American 
Life  Convention-Life  Insurance  Association 
of  America  (Oct.  3, 1972);  Channing  Manage¬ 
ment  Corp.  (Oct.  5. 1972) . 

me  Compare  Philadelphia  Co.  v.  Securities 
and  Exchange  Commission,  175  F.  2d  808, 
816-817  (CA.  D.C.),  vacated  as  moot,  337 
U  S.  901  (1949);  Prentls  v.  AUantlc  Coast 
Line  Co.,  211  UB.  210,  226  (1908) ;  Bl-Metaillc 
Investment  Co.  v.  State  Board  of  Equaliza¬ 
tion  of  Colorado,  239  UB.  441,  445  (1915); 
Bowles  V.  Willingham,  321  UB.  503,  519-520 
(1944). 

M*  See.  n.  264,  supra. 

“’See  p.  3904,  supra. 

“We  reject  the  view  expressed  by  some 
commentators,  see.  e.g.,  n.  264,  supra,  that 
we  may  not  rely  upon  earlier  stages  of  our 
hearing;8.  ’Those  hearlng;s  provided  the  statu¬ 
tory  basis  for  our  request  to  the  exchanges 
that  they  adopt  a  rule  similar  to  Securities 
Exchange  Act  rule  19b-2.  To  the  extent  par¬ 
ticular  facts  may,  through  the  lapse  of  time, 
have  changed,  there  was  adequate  opportu¬ 
nity  to  discuss  the  Impact  of  these  changes  at 
each  stage  of  our  proceedings.  But,  our  pro¬ 
ceeding  Involved  policymaking  for  the  fu¬ 
ture — policies  which  are  not  necessarily  de¬ 
pendent  solely  on  particular  facts,  but  on  the 
status  of  the  Industry,  likely  trends,  and  our 
view  of  the  appropriate  structure  to  which 
the  Industry  should  conform  In  the  future; 
we  do  not  believe  our  determination  not  to 
continue  cross-examination  procedures  after 
details  of  Industry  practices  had  been  ex¬ 
plored  fully  was  significant. 

M»See,  e.g..  United  States  v.  Allegheny- 
Ludlum  Steel  Corp.,  406  U.S.  742,  757-758 
(1972),  where  the  Court  stated.  In  connec¬ 
tion  with  the  Esch  Car  Service  Act,  49  U.S.C. 
1(14) (a). 

“The  Esch  Act,  authorizing  the  Commis¬ 
sion  ‘after  hearing,  on  complaint  or  upon  its 
own  Initiative  without  complaint,  [to]  es¬ 
tablish  reasonable  rules,  regiUations,  and 
practices  with  re^ct  to  car  service  •  •  •.' 
49  U.S.C.  1  ( 14)  (a) .  does  not  require  that  such 
rules  ‘be  made  on  the  record.’  5  UB.C.  553. 


‘That  distinction  Is  determinative  for  this 
case.  ‘A  good  deal  of  significance  lies  In  the 
fact  that  some  statutes  do  expressly  require 
determination^  on  the  record.’  2  K.  Davis, 
Administrative  Law  ’Treatise,  $  13.08  p.  225 
(1958).  Sections  556  and  557  need  be  applied 
‘only  where  the  agency  statute.  In  addition 
to  providing  a  hearing,  prescribes  explicitly 
that  it  be  “on  the  record.”  Siegel  v.  Atomic 
Energy  Commission,  130  U.S.  App.  D.C.  307, 
400  F.  2d  778,  785  (1968);  Joseph  E.  Seagram 
&  Sons  Inc.  v.  Dillon,  120  U.S.  App.  D.C.  112, 
344  F.  2d  497,  500  n.  9  (1965).  Cf.  First  Na¬ 
tional  Bank  V.  First  Federal  Savings  &  Loan 
Assn.,  96  U.S.  App.  D.C.  194,  225  F.  2d  33 
(1955).  We  do  not  suggest  that  only  the  pre¬ 
cise  words  ‘on  the  record’  In  the  applicable 
statute  will  suflSce  to  make  sections  556  and 
557  applicable  to  rulemaking  proceedings,  but 
we  do  hold  that  the  language  of  the  Esch 
Car  Service  Act  is  insufficient  to  Invoke  these 
sections. 

“Because  the  proceedings  under  review 
were  an  exercise  of  legislative  rule  making 
power  rather  than  adjudicatory  hearings 
*  *  *  and  because  49  UB.C.  1(14)  (a)  does 
not  require  a  determination  ’on  the  record,’ 
the  provisions  of  5  UB.C.  sections  556,  557 
were  inapplicable. 

“This  proceeding,  therefore,  was  governed 
by  the  provisions  of  5  UB.C.  553  of  the  Ad¬ 
ministrative  Procedure  Act,  requiring  basic¬ 
ally  that  notice  of  proposed  rule  making  shall 
be  published  In  the  Federal  Register,  that 
after  notice  the  ageney  give  Interested  per¬ 
sons  an  opportunity  to  participate  in  the 
rule  making  through  appropriate  submis¬ 
sions,  and  that  after  consideration  of  the 
record  so  made  the  agency  shal  Incorporate 
In  the  rules  adopted  a  concise  general  state¬ 
ment  of  their  basis  and  purpose.  ‘The  ‘Find¬ 
ings’  and  ‘Conclusions’  embodies  In  the  Com¬ 
mission’s  report  fully  ciMnply  with  these  re¬ 
quirements,  and  nothing  more  was  required 
by  the  Administrative  Procedure  Act”  (cita¬ 
tions  and  footnote  deleted). 

In  view  of  the  substantial  legislative  his¬ 
tory  indicating  that  the  Commission  was 
authorized  to  act  by  rule  or  regulation  to 
avoid  the  substantial  evidence  review  that 
was  expected  for  agency  orders  (see  p.  3912, 
supra),  we  do  not  believe  we  were  required 
to  hold  an  adversary  hearing  on  our  rule 
proposal. 

See,  n.  264,  supra. 

*’*  See  p.  3906.  supra. 

“See  Securities  Exchange  Act  Release  No. 
9808  (Oct  5,  1972)  at  p.  2;  37  FR  21447 
(Oct.  11, 1972). 

“See,  e.g..  Commission  File  No.  S7-452 
supra  n.  16,  Transcript  of  Hearings,  pp.  18,  28, 
39-64,  111,  133,  and  157. 

“See,  e.g..  Id.,  letters  received  from: 
American  Insurance  Association  of  America 
(Dec.  11,  1972);  American  Life  Convention — 
Life  Insurance  Association  of  America 
(Dec.  8,  1972);  State  ‘Treasurer,  State  of 
Connecticut  (Dec.  15,  1972);  Investors  Di¬ 
versified  Services,  Inc.  (Dec.  12,  1972). 

“See  5  U.S.C.  556(d);  Long  Island  Rail¬ 
road  Co.  V.  United  States,  318  F.  Supp.  490, 
499  (E  D.  N.Y.,  1970). 

“See 5 U.S.C. 553(c) : 

“After  notice  required  by  this  section,  the 
agency  shall  give  Interested  persons  an  oppor¬ 
tunity  to  participate  in  the  rule  making 
through  submission  of  written  data,  views, 
or  arguments  with  or  without  opportunity 
for  oral  presentation.” 

“  See,  Commission  File  No.  S7-452,  supra 
n.  16,  New  York  Stock  Exchange,  Exhibit  1. 

“  In  1970,  there  were  at  least  55  “institu¬ 
tional  memberships”  on  the  regional  ex¬ 
changes.  By  the  end  of  1972  that  figure  had 
grown  to  nearly  80.  For  a  description  of  the 
manner  in  which  a  pure  “recapture”  vehicle 
might  operate,  see  Senate  Hearings  on  In¬ 
stitutional  Membership,  supra  n.  110,  pt.  I, 
at  pp.  100-104. 


FEDERAL  REGISTER,  VOL.  38,  NO.  26— THURSDAY,  FE8RUARY  8,  1973 


RULES  AND  REGULATIONS 


3935 


"» See,  generally.  Institutional  Investor 
Study,  supra  n.  4,  pt.  4,  at  pp.  2298-2300. 

““The  NTSE  rule  stated:  “The  primary 
purpose  of  every  member  organization,  and 
any  parent  of  any  member  corporation,  shall 
be  the  transaction  of  business  as  a  broker  or 
dealer  in  securities.”  New  York  Stock  Ex¬ 
change  Buie  318.  2  CCH,  New  York  Stock 
Exchange  Guide  para.  2318  at  pp.  3076-77. 
The  business  of  being  a  broker  or  dealer  was 
defined  further: 

“For  the  purposes  of  this  nile,  a  member 
organization’s  or  its  parent's  activities  shall 
be  considered  to  be  the  transaction  of  busi¬ 
ness  as  a  broker  or  dealer  in  securities  when 
such  member  organization  Including  its  ap¬ 
proved  cmporate  afiUiates  and  subsidiaries, 
or  its  parents,  as  the  case  may  be,  acts  as  a 
floor  trader,  specialist,  so-called  $2  broker, 
odd-lot  broker,  arbitrageur,  or  holds  itself 
out  to,  and  transacts  business  generally  with, 
the  public  as  a  broker  or  dealer  In  securi¬ 
ties  *  *  *  if  its  gross  income  (including,  in 
the  case  of  a  member  organization,  the  gross 
income  of  its  corporate  affiliates  and  subsi¬ 
diaries  controlled  by  the  member  organiza¬ 
tion)  from  activities  of  the  type  described  In 
the  preceding  sentence  and  from  interest 
charges  imposed  with  respect  to  debit  btd- 
ances  In  customers’  accounts  is  at  least  60 
percent  of  its  total  gross  income  (Including, 
in  the  case  of  .a  member  organization,  the 
gross  income  of  its  corporate  affiliates  and 
subsidiaries  controlled  by  the  member 
organization) 

New  York  Stock  Exchange  rule  318.12,  2 
CCH,  New  York  Stock  Exchange  Guide  para. 
2318  at  p.  3076.  The  Commission  did  not  ob¬ 
ject  in  principle  to  the  "primary  pmrpose 
requirement,”  although  the  Commission  gave 
notice  that  it  intended  to  review  both  the 
apprc^rlateness  of  the  requirement  and  the 
suggested  standards  for  its  determination. 
Securities  Exchange  Act  Release  No.  8840 
(Mar.  26,  1970). 

*“For  example,  the  president  of  the  New 
York  Stock  Exchange  stated:  “With  public 
ownership,  the  possibility  will  exist  that  per¬ 
sona  or  parties  who  are  outside  the  control 
of  the  exchange  may  own  voting  securities 
of  a  member  corporation  and,  as  a  group  or 
individually  may  control  and  dominate  the 
affairs  of  the  member  corporation.  From  a 
self-regulatory  standpoint,  this  situation 
cannot  be  solved  by  requiring  the  member 
organization  to  disclose  the  existence  of  the 
parent.”  Letter,  dated  Oct.  31,  1969,  from 
Robert  W.  Haack,  president.  New  York  Stock 
Exchange,  to  Irving  M.  Pollack,  Director.  Di¬ 
vision  of  Trading  and  Markets,  Securities  and 
Exchange  Commission.  See  also.  Commission 
File  No.  4-147,  supra  n.  84,  transcript  at  pp. 
463-464,  1106. 

“■  For  a  discussion  of  the  growth  of  insti- 
tuticmal  membership  from  1966  to  1970,  see. 
Institutional  Investor  Study,  supra  n.  4,  pt. 
4.  at  2296-2310.  » 

“•PBW  Stock  Exchange  Const.,  art.  XIV, 
Sec.  2,  CCH.  PBW  Stock  Exchange  Guide 
para.  1327,  at  p.  1093.  The  PBW  Stock  Ex¬ 
change  does,  however,  expressly  prohibit 
membership  for  banks,  their  subsldisu’les, 
and  Investment  trusts.  PBW  Stock  Exchange 
Const.,  art.  XIV,  sec.  3,  CCH,  PBW  Stock  Ex¬ 
change  Guide  para.  1328,  at  p.  1093.  But  see 
Institutional  Investor  Study,  supra  n.  4,  pt.  4, 
at  p.  2308  n.  123. 

“•  Pacific  Coast  Stock  Exchange  Const., 
rule  IX,  section  6(a)  (6),  CCH,  Pacific  Coast 
Stock  Exchange  Guide  Para.  4760  at  pp.  3111- 
3112.  Developments  and  changes  In  the  PCSE 
rules  since  1965  are  discussed  In  the  Institu¬ 
tional  Investor  Study,  supra  n.  4,  pt.  4,  at 
pp.  2308-2310. 

Pacific  Coast  Stock  Exchange  Const., 
rule  IX,  section  6(a)  (6).  CCH,  Pacific  Coast 
Stock  Exchange  Guide  Para.  4750  at  pp.  3111- 
3112. 


“*Ibld. 

""  Boston  Stock  Exchange  Rules,  ch.  XXV, 
section  1(a),  CCH,  Boston  Stock  Exchange 
Guide  Para.  2225,  at  p.  2231. 

“■Letter,  dated  January  7,  1971,  from 
James  Dowd,  President,  Boston  Stock  Ex¬ 
change,  to  Kenneth  Rosenblum,  Branch 
Chief,  Office  of  Exchange  Regulation,  Division 
of  Trading  and  Markets,  Securities  and  Ex¬ 
change  Commission. 

■“Midwest  Stock  Exchange  Const.  Art.  I, 
rule  1(c),  CCH,  Midwest  Stock  Exchange 
Guide  Para.  2021,  at  pp.  2021-2022. 

■“See,  Policy  Statement,  supra  n.  1,  at 

pp.  21-22. 

See,  e.g..  New  York  Stock  Exchange 
Const.,  Art.  1,  section  3(d) ;  Art.  IX,  sections 
7(b)(1),  7(b)(3),  7(c);  Art.  XIV,  section  9, 
2  CCH,  New  York  Stock  Exchange  Guide, 
para  1003,  at  pp.  1061-52;  para.  1407,  at  pp. 
1074-75;  para.  1659,  at  p.  1096. 

“■See  infra  at  pp.  3926-3926.  It  Is  Impor¬ 
tant  to  note  here  only  that  an  exchange  is  an 
essential  resource  for  those  engaged  In  the 
business  of  executing  securities  transactions 
for  public  customers.  “It  Is  a  basic  rule  of 
antitrust  law  that  those  who  Jointly  control 
an  essential  resource  must  grant  access  to  it, 
on  equal  and  non -discriminatory  terms,  to 
all  those  In  the  trade.”  See.  Commission  File 
No.  4-147,  supra  n.  84,  written  comment  of 
the  Antitrust  Division,  I7.S.  Department  of 
Justice,  “Antitrust  Rules  Governing  Access 
to  an  Essential  Facility,”  appendix  B,  at  p. 
B-1  and  authorities  cited  therein.  “The 
‘bottleneck*  principle  is  clearly  applicable 
to  rules  governing  access  by  broker-dealers 
to  the  dominant  exchange  In  the  country.” 
This  is  not  to  say  that  an  exchange  may  not 
limit  the  number  of  Its  memberships,  see 
Silver  V.  New  York  Stock  Exchange,  373  UJS. 
341,  360  (1962),  Just  that  entrance  require¬ 
ments  must  be  fair  and  not  discriminatory. 

■“See,  infra.,  pp.  3915-3916,  3918-3919. 
Some  commentators,  particularly  investment 
company  managers,  have  asserted  that  the 
Conunisslon  has  reversed  its  direction  on  the 
Issue  of  membership  for  "recapture”  pur¬ 
poses.  See  e.g..  Commission  File  No.  S7-462, 
supra  n.  16,  written  comment  of  Keystone 
Custodian  Funds,  Inc.  (Sept.  28,  1972),  at 
pp.  1-4.  The  Commission  has  consistently 
taken  the  position  that  a  mutual  fund 
adviser  has  no  duty  to  form  or  acquire  a 
broker-dealer  affiliate  for  the  purpose  of 
becoming  a  member  of  a  stock  exchange  to 
execute  the  fund’s  portfolio  transactions  or 
to  serve  as  vehicle  through  which  brokerage 
commissions  generated  by  the  fund’s  port¬ 
folio  transaction  may  be  recaptured.  See, 
e.g..  Securities  Exchange  Act  Release  No. 
8746  (Nov.  10,  1969);  Memorandum  of  the 
Securities  and  Exchange  Commission  Object¬ 
ing  to  Proposed  Settlement  in  Kurach  v, 
Welssman,  67  Civ.  9  (S.DJJ.Y.,  1969),  at  p.  13. 
Cf.,  Moses  V.  Burgln,  445  F.  2d  369,  374-376 
(C.A.  1),  certiorari  denied  sub  nom  Johnson 
V.  Moses,  404  U.S.  994  (1071).  When  an  in¬ 
vestment  manager  or  the  fund’s  board  of 
directors,  however,  determines  that  it  is  In 
the  best  Interests  of  the  fund  to  form  such 
an  affiliate,  the  Commission  has  taken  the 
position  that,  except  where  the  affiliate  per¬ 
forms  bona  fide  brokerage  functions  for  the 
fund,  any  recaptured  commissions  or  recipro¬ 
cal  business  traceable  to  the  fund’s  portfolio 
transactions  must  be  used  to  benefit  directly 
the  fund’s  shareholders.  See.  Provident  Man¬ 
agement  Corp.,  Securities  Exchange  Act  Re¬ 
lease  No.  6116  (Dec.  1,  1970);  Memorandum 
of  the  Securities  and  Exchange  Commission 
as  Amicus  Curiae  In  Opposition  to  the  Pro¬ 
posed  Settlement  In  Gross  v.  Moses,  67  Civ. 
4186  (S.D.N.Y.,  1971),  at  p.  13  (as  modified). 
It  is  difficult  to  see  any  Inconsistency  between 
the  above  position  and  Rule  19b-2,  par¬ 
ticularly  when  it  is  noted  that  the  above 
position  dealt  with  the  conduct  of  fiduciaries 
In  a  given  set  of  circumstances,  cf..  Securi¬ 


ties  Exchange  Act  Release  No.  8239  (Jan.  26, 
1969) ,  at  p.  1,  whereas  Rule  19b-2  deals  with 
the  proper  membership  structure  of  an 
emerging  central  market  system.  Nonetheless, 
even  If  the  Conunisslon  were  to  have  reversed 
past  policy.  It  Is  well  settled  that  "adminis¬ 
trative  authorities  must  be  permitted,  con¬ 
sistently  with  the  obligation  of  due  process, 
to  adapt  their  rules  and  policies  to  the 
demands  of  changing  circumstances.”  Per¬ 
mian  Basin  Area  Rate  Cases,  390  T7.S.  747,  784 
(1968).  Cf.  American  Trucking  Association, 
Inc.  v.  United  States,  344  U.S.  298,  313-314 
(1953) ;  Federal  Communications  Commission 
V.  WOKO,  Inc.  329  U.S.  223,  228  (1946); 
Shawmut  Association  v.  Securities  and  Ex¬ 
change  Commission,  146  F.2d  791,  796-797 
(C.A.  1,  1946), 

“*  “  [  (A)  ]  seat  on  an  exchange  should  not 
represent  a  monopoly  on  its  use  or  economic 
advantages  to  exchange  members  which  are 
disproportionate  to  the  value  of  the  functions 
they  perform  for  others.”  House  Study,  supra 
n.  4.  at  p.  123. 

■“See  infra,  pp.  3920-3924. 

■“Institutional  Investor  Study,  supra  n. 

4,  pt.  8,  at  pp.  xx-xxr. 

Id.,  at  pp.  VII,  XX-XXI. 

■“See  Policy  Statement,  supra  n.  1.  See 
also,  1972  House  Hearings,  supra  n.  110,  pt. 
6,  at  pp.  2946-2947,  4294r-4295,  and  Hearhigs 
on  S.  3160  before  the  Subcommittee  on  Se- 
ciiritles  of  the  Senate  Committee  on  Bank¬ 
ing,  Housing  and  Urban  Affairs,  92d  Cong.. 
2d  Sess.,  pt.  1,  at  pp.  7-8  (1972). 

■“  Institutional  volume  as  a  percent  of  total 
public  volume  bad  increased  from  25.4  per¬ 
cent  in  March  1956  to  42.9  percent  In  1966. 

■“  Institutional  Investor  Study,  supra  n.  4, 
pt.  4,  at  p.  2172. 

■“  A  “glveup”  was  a  pa3nnent,  by  the 
broker  executing  a  securities  transaction  to 
other  brokers  and  dealers  In  securities,  of  a 
part  of  the  minimum  commission  the  exe¬ 
cuting  broker  Is  required  to  charge  his  cus¬ 
tomers  by  exchange  rule.  Under  the  rules  of 
the  stock  exchanges  as  they  existed  in  early 
1968,  the  payment  could  have  been  made  on 
the  executing  br<Aer’s  own  initiative  and  for 
his  own  purposes,  or  it  might  have  been  di¬ 
rected  by  the  customer  or  its  institutional 
manager.  The  recipient  of  a  “glve-up”  check 
might  have  bad  nothing  whatsoever  to  do 
with  the  transaction  for  which  the  commis¬ 
sion  was  charged  and,  in  fact,  may  not  even 
have  known  of  the  transaction  or  where  or 
when  it  was  executed.  Giveups  were  widely 
used  in  connection  with  mutual  fund  port¬ 
folio  transactions:  Managers  of  mutual  funds 
directed  giveups,  for  the  most  part  to 
brokers  and  dealers  in  securities  who  bad 
sold  fxmd  shares,  in  order  to  motivate,  or 
reward,  such  sales  efforts. 

Securities  Exchange  Act  Release  No. 
8329  (Jan.  26,  1968).  The  release  also  an¬ 
nounced  proposals  submitted  to  the  Com¬ 
mission  by  the  New  York  Stock  Exchange 
which  contemplated  (1)  a  volume  discount; 
(2)  access  to  the  exchange  market  by  quali¬ 
fied  nonmember  broker-dealers:  (3)  recog¬ 
nition  of  limited  customer-directed  glve-ups 
to  both  members  and  nonmembers  of  the 
NYSE;  (4)  a  prohibition  of  institutional  re¬ 
capture  arrangements:  and  (5)  a  require¬ 
ment  that  regional  exchanges  Impose  simi¬ 
lar  restrictions. 

Securities  Exchange  Act  Release  No. 
8324  (May  28,  1968).  That  release  also  an¬ 
nounced  that  the  Commission  had  sent  a 
letter  to  the  New  York  Stock  Exchange  pur¬ 
suant  to  sec.  19(b)  of  the  Securities  Exchange 
Act  requesting  It  to  adopt  a  revised  rate 
schedule  which  would  provide  for  a  volume 
discount  on  round-lots  above  400  shares  or 
competitive  commission  rates  for  orders  In¬ 
volving  more  than  $50,000.  Similar  letters 
were  also  written  to  the  other  registered  ex¬ 
changes  requesting  that  the  same  changes  be 
considered. 
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Tot  a  discussion  of  give-up  practices  on 
the  various  national  exchanges,  see  Ccun- 
missicKi  Pile  No.  4-144,  supra  n.  65,  transcript 
at  pp.  4900-4935,  4990-4998  for  New  York 
Stock  Exchange  members;  pp.  487,  574,  630, 
899, 1166  for  American  Stock  Exchange  mem¬ 
bers;  pp.  643,  867-903  tar  Boston  Stock  Ex¬ 
change  members;  933-1015,  1019,  1030, 

1033-36  tor  PBW  Stock  Exchange  members; 
543,  916-962,  1181  fcM-  Midwest  Stock  Ex¬ 
change  and  Detroit  Stock  Exchange  mem¬ 
bers;  and  289-295,  355,  482-484  for  Pacific 
Coast  Stock  Exchange  members.  Data  col¬ 
lected  on  the  amounts  given  up  and  the  ex¬ 
tent  of  these  practices  may  be  found  in 
Institutional  Invested’  Study,  supra  n.  4, 
pt.  4,  at  pp.  2182-2298;  glve-up  rules  and 
practices  In  effect  on  the  various  exchanges 
are  also  discussed  in  Securities  and  Exchange 
Commission,  Report  on  the  Public  Policy  Im¬ 
plications  of  Investment  Company  Growth, 
H.  Rep.  No.  2337,  89th  Cong.,  2d  Sess.,  at 
pp.  167-181  (1966);  2  Special  Study  supra, 
n.  39,  at  pp.  859,  864. 

**  Sec,  c.g..  Commission  Pile  No.  4-144, 
supra  n.  65,  transcript  at  pp.  1733-1738, 
1850-1856,  2280-2282. 

**  See,-  e.^.,  id.,  transcript  at  pp.  167-192, 
274,  283-286,  696. 

•"The  Commission  found  that  members 
were  offering  direct  wire  connections  to  Insti¬ 
tutions,  id.,  at  pp.  80, 112-113;  portfolio  valu¬ 
ations  twice  dally,  id.  at  pp.  86-87;  special 
services,  id.,  at  pp.  113-114;  preparation  and 
distribution  of  advertising  literature.  Id.,  at 
pp.  106-109;  compensating  balances  at  banks, 
id.,  at  pp.  90,  109-110;  and  purchasing  insur¬ 
ance  products  from  active  Insurance  com¬ 
pany  enstomers.  Id.,  at  p.  92.  It  is  possible, 
of  course,  that  the  service  competition  pro¬ 
duced  a  distension  of  product  parameters 
offered  by  the  brokerage  firms,  l.e.,  services 
which  might  not  have  been  desirable  if  insti¬ 
tutional  size  orders  had  been  negotiable.  See 
Baxter,  NYSE  Fixed  Conunlssion  Rates:  A 
Private  Cartel  Goes  Public,  22  Stan.  L.  Rev. 
676,  677-78  (1970).  For  a  general  description 
of  the  business  relationships  between  insti¬ 
tutions  and  broker-dealers,  see  Institutional 
Investor  Study,  supra  n.  4,  pt.  4,  at  pp.  2263- 
2265.  2273-2274,  2277-2286. 

**  Securities  Exchang;e  Act  Release  No.  8324 
(May  28.  1968) . 

**  Securities  Exchange  Act  Release  No.  8399 
(Sept.  4,  1968). 

Ibid.  The  hearings  were  to  continue, 
however,  focusing  in  the  main  on  such  issues 
as  exchange  membership  for  financial  insti¬ 
tutions.  restrictions  on  access  by  exchange 
members  to  the  third  market  and  competi¬ 
tion  among  exchanges  and  between  ex¬ 
changes  and  other  markets.  See  Securities 
Exchange  Act  Release  No.  8432  (Oct.  21. 
1968)  and  Securities  Exchange  Act  Release 
No.  8791  (Dec.  31.  1969). 

Institutional  Investor  Study,  supra  n.  4, 
pt.  4,  at  p.  2200. 

“»For  example,  under  the  rate  prior  to 
Dec.  5,  1968,  an  order  for  300,000  shares  of  a 
$40  stock  would  have  Involved  a  minimum 
commission  of  $117,000.  After  Dec.  5.  1968, 
the  amount  over  $100,000  was  negotiable. 

”•  For  a  graphic  description  of  the  ar¬ 
rangements  which  began  after  the  glve-up 
prohibition,  see  Institutional  Investor  Study, 
supra  n.  4,  pt.  4  at  pp.  2205-2206. 

Ibid. 

*“  Securities  Exchange  Act  Release  No.  8837 
(Mar.  5,  1970)  and  Securities  Exchange  Act 
Release  No.  8920  (June  30,  1970). 

**•  The  first  schedule  prepared  in  Feb.  1970 
for  the  New  York  Stock  Exchange  recom¬ 
mended  cost-related  changes,  which  would 
have  raised  fees  on  some  smaller  orders  over 
100  percent  while  reducing  rates  on  orders 
over  300  shares  by  38  percent.  The  NYSE,  in 
reconsidering  this  schedule,  made  a  policy 
Judgment  that  increases  on  small  orders 
should  be  more  limited  regardless  of  detailed 
cost  analysis.  See,  Securities  Exchange  Act 
Release  No.  8914  (Jime  24,  1970).  The  New 


York  Stock  Exchange  submitted  a  revised 
schedule  which  the  Commission  published 
for  public  comment.  Securities  Exchange  Act 
Release  No.  8920  (June  30,  1970) ,  and  which 
was  the  subject  of  our  ongoing  hearings. 
Securities  Exchange  Act  Release  No.  8924 
(July  2,  1970). 

Securities  Exchange  Act  Release  No.  9007 
(Oct.  22,  1970) .  The  Commission’s  nonobjec¬ 
tion  to  the  new  schedule  was  predicated  in 
part  on  the  need  for  member  firms  ade¬ 
quately  to  serve  small  Investors  and  was  con¬ 
ditioned  on  the  understanding  that  no  mem¬ 
ber  firm  which  traditionally  had  accepted 
small  customer  accounts  would  impose  or 
continue  any  limitation  on  the  size  of  such 
customers’  orders  or  accounts  and  that,  in 
connection  with  such  business,  the  firm 
would  not  charge  fees  In  excess  of  the  pro¬ 
posed  rates.  ’The  Commission  also  stated  its 
view  that  the  proposed  commission  rate  in¬ 
creases  on  round-lot  orders  Involving  from 
100  to  400  shares  were  unreasonable.  In  any 
event,  the  Conunlssion  requested  the  NYSE 
to  submit  a  new  rate  schedule  based  on  a 
percentage  scale  of  the  money  Involved  in  an 
order  by  June  30. 1971. 

Securities  Exchange  Act  Release  No. 
9079  (Feb.  11,  1971). 

Securities  Exchange  Act  Release  No. 
9105  (Mar.  11,  1972)  and  Securities  Exchange 
Act  Release  No.  9132  (Apr.  1,  1972). 

••°  Securities  Industry  Study,  Hearings  be¬ 
fore  the  Subcommittee  on  Securities  of  the 
Senate  Committee  on  Banking,  Housing  and 
Urban  Affairs,  02d  Cong.,  1st  sess.,  pt.  I,  at  pp. 
142  (1971)  (hereinafter  cited  as  “1971  Senate 
Hearings”) . 

•"  See,  supra  n.  317, 

Securities  Exchange  Act  Release  No.  9234 
(June  28,  1971). 

•"  Securities  Exchange  Act  Release  No.  9351 
(Sept.  24.  1971). 

•••See,  Policy  Statement  supra  n.  1,  at 

p.  16. 

•"  Statement  of  William  J.  Casey.  Chairman 
of  the  Securities  and  Exchange  Commission, 
In  Hearings  on  S.  3169  before  the  Subcommit¬ 
tee  on  Securities  of  the  Senate  Committee  on 
Banking,  Housing  and  Urban  Affairs,  92d 
Cong..  2d  Sess.,  8  (1972). 

•••See  New  York  Stock  Exchange  Analysis 
of  Negotiated  Rates,  2d  quarter  1972  (Nov. 
30,  1972). 

••^  This  expectation  is  based  upon  the  ex¬ 
perience  after  the  breakpoint  was  reduced 
from  $500,000  to  $300,000.  Until  then,  the 
negotiated  rates  on  the  total  order  Involving 
over  $500,000  had  resulted  In  an  average  30- 
percent  discount  from  the  fixed  rate  schedule 
in  effect  between  Dec.  1968  and  Mar.  1972. 
After  the  breakpoint  was  reduced  to  $300,000 
the  average  discount  on  the  total  order  then 
fell  to  about  23  percent  from  the  former  fixed 
rate  on  all  orders  involving  over  $300,000. 

•=“  TTie  effect  of  the  volume  discount. 

»*The  effect  of  competitive  rates  on  the 
portion  of  an  order  over  $500,000  assuming 
a  50  percent  discount. 

•“The  effect  of  reducing  the  competitive 
rate  breakpoint  to  $300,000  assuming  a  40 
percent  discount. 

•"  Hearings  on  S.  3169  before  the  Subcom¬ 
mittee  on  Securities  of  the  Senate  Committee 
on  Banking.  Housing  and  Urban  Affairs,  92d 
Cong.,  2d  Sess.,  16, 19  (1972). 

•"  As  successively  lower  breakpoints  are 
reached  the  Impact  in  revenue  loss  becomes 
more  widespread.  While  competitive  rates  on 
orders  involving  more  than  $500,000  pri¬ 
marily  affected  “institutional  brokers,”  fur¬ 
ther  reductions  tend  ot  have  an  Impact  on 
medium  order  size  and  retail  firms  as  well. 
See  id.,  at  pp.  10-11,  Exhibits  lA  and  IB  at 

p.  22. 

•“  Securities  Exchange  Act  Release  No. 
9856  (No.  10.  1972). 

•••  Securities  Exchange  Act  Release  No. 
9891  (Dec.  5.  1972) . 

The  Incremental  costs  of  complying  with 
the  segregation  and  reserve  requirements. 


along  with  their  effect  on  broker-dealers  that 
have  traditionally  used  customer  funds  in 
their  proprietary  activities,  as  well  as  the 
costs  of  complying  with  the  proposed  net 
capital  requirements,  cannot  be  fully  eval¬ 
uated  without  some  experience  with  the 
operation  of  those  rules. 

The  Commission  has  recognized  the  need 
for  carefully  monitoring  the  impact  of  these 
rules: 

“Inasmuch  as  •  •  •  [Rule  15c3-31  Is  com¬ 
prehensive,  touching  upon  many  phases  of 
the  broker-dealer’s  business,  its  uniformity 
of  application  may  lead  in  certain  instances 
to  significant  Impact  upon  some  broker- 
dealers  •  •>  •. 

“The  operations  of  Rule  15c3-3  will  be 
carefully  monitored  by  the  Commission  to 
determine  whether  there  will  be  a  need  in 
the  public  Interest  to  tighten  or  relax  any 
of  the  restraints  and  time  frames  embodied 
in  the  Rule.” 

Securities  Exchange  Act  Release  No.  9856 
(Nov.  10,  1972),  at  p.  7. 

•“See,  Policy  Statement,  supra  n.  1,  at  pp. 
18-19. 

•“Investment  Company  Act  Release  No. 
7534  (Nov.  30.  1972). 

•"See,  House  Study,  supra  n.  4,  at  pp. 
143-144;  Senate  Committee  on  Banking, 
Housing  and  Urban  Affairs,  92d  Cong.,  2d 
Sess.,  Securities  Industry  Study  Report  60 
(Comm.  Print,  1972);  Conunlssion  File  No. 
4-147,  supra  n.  84,  written  comments  of  the 
Antitrust  Division,  U.S.  Department  of  Jus¬ 
tice.  (Dec.  1,  1972)  at  pp.  10-11. 

•“The  brokerage  subsidiary  of  an  institu¬ 
tion  has  at  least  three  ways  it  can  effectively 
achieve  competitive  rates  for  the  institution: 
(1)  Execute  as  many  orders  as  possible  on 
the  exchanges  of  which  it  is  a  member;  (2) 
tf  the  broker  representing  the  other  side  of 
a  transactions  is  a  dual  member,  convince 
that  broker  to  “transport”  the  trade  to  the 
regional  exchange  to  meet  with  the  institu¬ 
tion’s  brokerage  subsidiary;  and  (3)  engage 
in  arrangements  with  members  of  primary 
exchanges  providing  for  the  receipt  of  re¬ 
ciprocal  commission  business  on  unrelated 
transactions  (often  referred  to  as  “regular¬ 
way  reciprocity.”)  For  a  description  of  regu¬ 
lar-way  reciprocity,  see  2  Special  Study, 
supra  n.  39  at  pp.  302-311;  Commission  File 
No.  4-144,  supra  n.  65,  Transcript  at  pp. 
4910-4914. 

•“The  Commission  finds  the  general  ex¬ 
pression  of  its  mandate  to  pursue  this  course 
in  the  following  language: 

‘”rhe  bill  (Securities  Exchange  Act)  pro¬ 
ceeds  on  the  theory  that  the  exchanges  are 
public  institutions  which  the  public  is  in¬ 
vited  to  use  for  the  purchase  and  sale  of 
securities  listed  thereon,  and  are  not  private 
clubs  to  be  conducted  only  in  accordance 
with  the  Interests  of  their  members.” 

H  R.  Rep.  No.  1383,  73d  Cong.,  2d  Sess.,  15 
(1934). 

“(T]ransactions  in  securities  as  commonly 
conducted  on  securities  exchanges  and  over- 
the-counter  markets  are  affected  with  a  na¬ 
tional  public  Interest  which  makes  it  neces¬ 
sary  to  provide  for  regulation  amd  control  of 
such  transactions  and  of  matters  related 
thereto,  including  transactions  by  officers, 
directors,  and  principal  security  holders  to 
require  appropriate  reports,  and  to  Impose 
requirements  necessary  to  make  such  regula¬ 
tion  and  control  reasonably  complete  and  ef¬ 
fective.  in  order  to  protect  Interstate  com¬ 
merce,  •  •  •  and  to  Insure  the  maintenance 
of  fair  and  honest  markets  in  such  transac¬ 
tions.” 

The  Securities  Exchange  Act  of  1934,  sec.  2, 

15  U.S.C.  78b.  The  rules  of  exchanges  must 
be  “Just  and  adequate  to  Insure  fair  dealing 
and  to  protect  Investors  •  •  •”  Id.,  sec.  6(d) , 

16  U.S.C.  78f(d),  The  Commission  is  em¬ 
powered  to  alter  rules  of  exchanges  after  ap¬ 
propriate  procedures  if  such  changes  are 
“necessary  or  appropriate  for  the  protection 
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of  Investors  or  to  Insure  fair  dealing  in  secu> 
rities  traded  in  upon  such  exchange  or  to 
insure  fair  administration  of  such  exchange 
•  •  •”  Id.,  sec.  19 (b),  16  U5.C.  78s(b). 
Throughout  the  Act  the  Commission  is 
charged  with  insuring  "Just  and  equitable 
principles  of  Uade”  and  taking  whatever 
action  is  “necessary  or  appropriate  in  the 
public  Interest  or  for  the  protection  of 
investors.” 

*«>S.  Rep.  No.  1455,  73d  Cong.,  2d  Sess.  55 
(1934).  A  description  of  some  of  the  par¬ 
ticular  arrangements  uncovered  by  the  Sen¬ 
ate  Committee  are  discussed  at  id.,  pp.  3909- 
3911. 

16  U.S.C.  78p.  This  particular  section  of 
the  Securities  Exchange  Act  has  been  praised 
as  follows: 

“In  retrospect,  section  16  seems  have  been 
in  fact  not  only  a  valid  but  also  a  wise  exer¬ 
cise  of  Congress’  powers.  The  system  of  statu¬ 
tory  safeguards  established  in  1934  has  proved 
its  effectiveness  in  safeguarding  the  Integrity 
of  the  public  securities  markets,  in  prevent¬ 
ing  abuse  of  inside  information  in  those 
markets,  and  in  Insuring  full  disclosure  of 
material  information.  It  la  to  be  expected 
that  it  will  continue  to  be  an  imptortant 
and  seciure  link  in  the  armor  protecting  the 
individual  Investor.” 

Coc^  &  Feldman,  Insider  Trading  Under  the 
Securities  Exchange  Act,  66  Harv.  L.  Rev.  385, 
641  (1963). 

**^See,  Hearings  on  S.  Res.  84  (  72d  Cong.), 
S.  Res.  66  and  S.  Res.  97  (73d  Cong.)  before 
the  Senate  Committee  on  Banking  and  Cur¬ 
rency,  72d  Cong.  2d  Sess.  and  73d  Cong.,  1st 
and  2d  Sess.,  pt.  16,  p.  6557  (1934);  Western 
Auto  Supply  Co.  V.  Gamble-Skogmo,  Inc., 
348  F.  2d  736  (OA.  8,  1965),  certiorari  denied, 
382U.S.987  (1966). 

***  2  Special  Study,  supra  n.  39,  at  239-240. 
Similarly,  the  Commission  has  stated  that 
“the  maintenance  of  fair  and  honest  markets 
in  seciirities  and  the  prevention  of  inequit¬ 
able  and  unfair  practices  in  such  markets  are 
primary  objectives,  of  the  federal  securities 
laws.”  In  re  Investors  Management  Co.,  Inc., 
Securities  Exchange  Act  Release  No.  9267 
(July  29, 1971),  at  p.  6. 

***See  generally,  A  Bromberg,  Securities 
Law  Fraud,  (1971). 

»“  17  CFR  240.  lOb-6. 

***In  re  Investors  Management  Co.,  Inc., 
Securities  Exchange  Act  Release  No.  9267 
(July  29,  1971);  In  re  Merrill  Lynch,  Pierce, 
Fenner  &  Smith,  Inc.,  Securities  Exchange 
Act  Release  No.  8459  (Nov.  26,  1968) . 

“’Securities  and  Exchange  Commission  v. 
Texas  Qulf  Sulphur  Co.,  401  F.  2d  833,  868 
(C.A.  2,  1968)  (en  banc),  certiorari  denied 
sub  nom.,  Coates  v.  Securities  and  Exchange 
Commission,  394  UB.  976  (1969). 

“*  17  CFR  240.10b-4. 

“•  17  CFR  240.10b-13. 

*0  This  practice  has  been  explained  as  fol¬ 
lows: 

“At  the  hearings,  the  committee  was  in¬ 
formed  of  a  practice  known  as  ‘short  tender¬ 
ing,’  in  which  brokers  tender  securities  they 
do  not  own.  Tender  offers  conunonly  provide 
that  the  stock  certificates  need  not  be  de¬ 
posited  if  a  bank  or  a  member  firm  of  a  stock 
exchange  guarantees  that  the  certificates 
will  be  delivered  on  demand  or  at  a  specified 
time  if  they  are  accepted.  ’This  procedure  was 
originally  introduced  to  permit  acceptance 
on  behalf  of  shareholders  who  were  out  of 
town  or  otherwise  not  In  a  position  to  de¬ 
posit  their  certificates.  It  has,  however,  re¬ 
sulted  In  abuses.  For  example,  if  a  broker 
estimates  that  only  half  of  the  shares  tend¬ 
ered  will  be  accepted,  on  a  pro  rata  basis,' 
he  can’t  tender  without  depositing  twice  as 
many  shares  as  he  owns.  As  a  resiilt,  all  of 
the  shares  which  he  actually  owns  wUl  be 
accepted,  and  the  number  of  shares  pur¬ 
chased  from  other  Investors  will  be  corre¬ 
spondingly  reduced." 


S.  Rep.  No.  660,  90th  Cong.,  1st  Sess.,  6 
(1967). 

l^curltles  Exchange  Act  Release  No. 
8712  (Oct.  8,  1967).  Similarly,  the  purpose  of 
subsec.  (d)  (7)  of  sec.  14  of  the  Securities 
Exchange  Act  “is  to  assure  fair  treatment  of 
those  persons  who  tender  their  shares  at  the 
beginning  of  the  tender  period,  and  to  assure 
equality  of  treatment  among  all  shareholders 
who  tender  their  shares.  H.R.  Rep.  No.  1711, 
90th  Cong.,  2d  Sess.,  11  (1968). 

On  December  27,  1972,  the  Commission 
proposed  an  amendment  to  Rule  lOb-13.  Se¬ 
curities  Exchange  Act  Release  No.  9920.  The 
Commission  indicated  in  its  release  announc¬ 
ing  the  proposed  change  that  the  payment  of 
a  soliciting  dealer’s  fee  by  the  tender  offeror 
to  a  tendering  shareholder  or  Its  affiliate 
would  be  compensation  paid  otherwise  than 
pursuant  to  the  terms  of  such  offer  and 
would  thus  violate  the  terms  of  the  rule. 
This  proposal  Is  based  on  the  proposition  that 
no  shareholder,  by  virtue  of  his  economic 
power  or  special  position,  should  be  able  to 
receive  compensation  beyond  the  tendering 
price  offered  to  shareholders  generally, 

•“Investment  Co.  Act  Release  No.  7851 
(Dec.  26, 1972). 

16  U.S.C.  80b-l  et.  seq. 

•“Rule  204.2(a)  (12),  17  CFR  276.204-2(a) 

(12). 

•“See,  Securities  and  Exchange  Commis¬ 
sion  V.  Capital  Gains  Research  Bureau,  Inc., 
375  n.S.  180  (1963);  Securities  Exchange  Act 
Litigation  Release  Nos.  6485  (July  24,  1972) 
and  6646  (Nov.  22,  1972). 

*•  The  Congressional  concern  with  the 
trading  practices  of  all  members  apparently 
was  so  great  that  the  original  version  of  the 
Securities  Exchange  Act  would  have  prohib¬ 
ited  virtually  all  trading  by  members  of  ex¬ 
changes  and  contemplated  exchange  markets 
made  up  exclusively  of  brokers.  See,  H.R.  7852, 
Sec.  10,  78  Cong.  Rec.  2378  (Feb.  10,  1934). 
Instead,  Congress  vested  bro^  authority  In 
the  Commission  through  Sec.  11  to  regulate 
trading  of  members.  See  supra  pp.  3906-3912. 

••’See  New  Tork  Stock  Exchange  Const., 
Art.  XV,  sec.  2(a)  (1) .  2  CCH,  New  York  Stock 
Exchange  Guide,  Para.  1702(a)  (1)  at  p.  1104. 

•“See  Id.,  sec.  2(b).  2  CCH,  New  Tork 
Stock  Exchange  Guide,  Para.  1702(b)  at  p. 
1106. 

•“See  id.,  sec.  4.  2  CCH,  New  York  Stock 
Exchange  Guide  Para.  1704  at  p.  1110. 

•“  Securities  and  Exchange  Commission, 
Report  on  the  Feasibility  and  Advisability  of 
the  Complete  Segregation  of  the  Functions 
of  Dealer  and  Broker,  16-17  (1936).  As  stated 
in  a  report  prepared  for  the  Commission  by 
its  staff,  “Floor  traders  ‘beyond  a  doubt’  en¬ 
joy  ‘formidable’  trading  advantages  over  the 
general  public.”  Securities  and  Exchange 
Commission  Division  of  Trading  and  Ex¬ 
changes,  Report  on  Floor  ’Trading  to  the 
Commission  42  (G.P.O.  ed.,  January  16, 1945). 

•“2  Special  Study,  supra  n.  39,  at  p.  210. 

•"Id.,  at  p.  211. 

•"  Id.,  at  p.  212. 

•“  Securities  Exchange  Act  Release  No. 
7290  (Apr.  9,  1964). 

•“  Id.,  at  p.  5. 

•“  Id.,  at  p.  5.  The  release  went  on  to  state: 

“There  is  inherent  in  fioor  trading  an  op¬ 
portunity  and  an  Incentive  to  engage  in  a 
course  of  conduct  which  is  Inconsistent  with 
the  statutory  purposes  and  scheme.  For  ex¬ 
ample,  a  fioor  trader,  familiar  with  the  fact 
that  certain  commission  brokers  handle  a 
large  number  of  orders  and  do  not  execute 
them  all  at  once,  can  anticipate  from  their 
appearance  in  the  market  *hat  further  sub¬ 
stantial  buying  is  forthcoming;  and,  it  is 
extremely  doubtful  whether  trading  on  this 
information,  which  is  unavailable  to  the  in¬ 
vesting  public.  Is  consistent  with  ‘fair  deal¬ 
ing*  or  with  the  antifraud  provisions  of  rule 
lOb-6  under  the  Exchange  Act. 

“Where  fioor  traders  rush  to  a  security  in 
which  buying  exists  or  is  anticipated,  and. 


by  a  succession  of  purchases  at  rising  prices. 
Interspersed  with  those  of  the  public,  arouse 
and  capitalize  upon  public  reaction  to  the 
activity  shown  on  the  tape,  the  consequences 
are  hardly  distinguishable  from  those  of  a 
manipulation,  whether  or  not  a  violation  of 
sec.  9  of  the  Exchange  Act  is  Intended  or 
can  be  established.  Similar  questions  arise 
where  he  trades  in  anticipation  of  the  rally 
which  is  apt  to  follow  the  ‘cleanup’  of  a 
large  sell  order  overhanging  the  market. 

“Evidence  in  the  Commission’s  possession 
indicates  that  such  conduct  does  occur  and, 
indeed,  a  substantial  number  of  members  on 
the  fioor  have  complained  of  such  activities. 
In  the  nature  of  things,  it  is  impossible  to 
determlnlne  how  often  these  things  happen. 
But,  as  noted,  the  opportunity  and  incen¬ 
tive  for  such  conduct  is  Inherent  in  fioor 
trading;  and,  while,  the  exchange  endeavors 
to  prevent  such  abuses,  its  efforts  to  do  so 
have  not  been  successful.  Indeed,  under  pres¬ 
ent  concepts  of  fioor  trading,  these  efforts 
could  hardly  be  expected  to  be  successful 
except  perhaps  by  an  inordinate  expendi¬ 
ture  of  time  and  money.” 

•"See,  2  Special  Study,  supra  n.  39,  at 
p.  231;  Sectnltles  Exchange  Act  Release  No. 
7290  (Apr.  9,  1964)  at  p.  9. 

®*  See  2  Special  Study,  supra  n.  39,  at  p.  231. 

•*  See,’  Securities  Exchange  Act  Release  No. 
7290  (Apr.  9.  1964),  at  p.  11. 

•™See,  e.g.,  NYSE  Rule  111(b)(1),  2  CCH 
New  York  Stock  Exchange  Guide  para.  2111 
at  p.  2712. 

•’’See,  e.g..  NYSE  Rule  112(b),  2  CCH  New 
York  Stock  Exchange  Guide  para.  2112  at 
p.  2713. 

•’•See,  e.g.,  NYSE  Rule  112(c)  and  Supp. 
Mat.  para.  2112.24.  2  CCH,  New  York  Stock 
Exchange  Guide  para.  2112  at  p.  2713,  para. 
2112.24  at  p.  2716. 

•’•See,  e.g.,  NYSE  Rule  110  and  Supp.  Mat. 
para.  2110.10,  2  CCH,  New  York  Stock  Ex¬ 
change  Guide  para.  2110  at  2711,  para.  2110.10 
at  p.  2711. 

S’*  See,  e  g.,  NYSE  Rule  112,  2  CCH,  New 
York  Stock  Exchange  Guide  para.  2112  at 
p.  2713. 

•”In  explaining  this  view  the  Commission 
stated  that: 

“Registered  traders  would  not  be  in  a 
position  to  use  the  knowledge  of  their  cus¬ 
tomers’  orders  in  their  trading  activities  and 
their  ability  to  compete  with  the  public  gen¬ 
erally  would  be  substantially  curtailed.  A 
high  capital  requirement  would  limit  fioor 
trading  to  those  members  who  can  supple¬ 
ment  the  activities  of  specialists  in  acquir¬ 
ing  and  disposing  of  blocks.  Finally,  the  ex¬ 
change’s  commitment  to  automate  sur¬ 
veillance  would  insme  that  the  performance 
standards  in  the  plan  are  enforced.  It  is 
anticipated  that  the  net  effect  of  such  a  plan 
would  be  to  create  a  small  groxip  of  pro¬ 
fessional  dealers  whose  activities  should  be 
of  maximum  assistance  to  the  public  in  the 
execution  of  orders  on  the  exchange.  The 
Commission  will  in  the  course  of  its  program 
of  exchange  inspections  determine  whether 
the  new  program  has  the  desired  effects.” 

Securities  Exchange  Act  Release  No.  7290 
(Apr.  9,  1964)  at  pp.  12-13. 

•••See.  2  Special  Study,  supra  n.  39,  at 
pp.  57-171;  Wolfson  &  Russo,  The  Stock  Ex¬ 
change  Specialists:  An  Economic  and  Legal 
Analysis,  1970  Duke  L.  J.  707,  717-737  (1970). 

See  supra  p.  3906. 

See  S.  Rep.  No.  1456,  73d  Cong.,  2d  sess., 
31-46  (1934). 

•™  Securities  Exchange  Act  of  1934,  sec.  9, 
16  U.S.C.  781. 

•“Securities  Exchange  Act,  sec.  11(a)(2), 
15  n.S.C.  78k(a)(2). 

•"2  Special  Study,  supra  n.  39,  at  p.  243. 
“(G)enerally  speaking  member  trading  from 
off  the  floor  has  excited  little  Commission  or 
NYSE  interest  since  1935.”  Id.,  at  p.  242. 

•“  Securities  and  Exchange  Commission, 
Report  on  Trading  on  the  New  York  Stock 
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Exchange  by  Off-FloOT  Members,  1-2  (Feb. 
1967)  (available  for  Inspection  In  the  Com¬ 
mission’s  Public  Reference  Room,  Washing¬ 
ton,  D.C.). 

*•  Id.,  at  p.  4. 

*s*Ibld. 

**Ibld. 

■"From  the  last  quarter  of  1964  to  the 
third  quarter  of  1970  block  trades  executed 
on  the  New  York  Stock  Exchange  Increased 
eleven  times  In  absolute  magnitude  and 
seven  times  In  relation  to  total  NYSE  volume. 
Institutional  Investor  Study  supra  n.  4,  Pt.  4, 
at  p.  1819.  The  distribution  of  block  voliune 
(of  10,000  shares  or  mwe)  In  NYSE  listed 
securities  among  the  NYSE,  the  regional  ex¬ 
changes  and  the  third  market  was  deter¬ 
mined  by  the  Study  for  4  1-week  periods,  2 
In  1968  and  2  In  1969.  During  these  4  weeks 
the  percentage  of  share  executed  In  blocks 
on  the  NYSE  was  66.74  percent,  compared 
with  16.88  percent  on  the  regional  exchanges 
and  16.38  percent  In  the  third  market.  Id., 
Table  XI-9,  pp.  1552-1554.  This  may  be  com¬ 
pared  to  the  respective  percentages  In  total 
volume:  For  the  last  quarter  of  1967  through 
1968  the  NYSE  proportion  of  total  volume 
was  about  88  percent,  the  regional  exchanges 
about  8  percent  and  the  third  market  from 
3  to  4  percent.  Id.,  Table  XI-2,  p.  1542.  The 
study  theorized  that  block  trading  developed 
since  “such  participation  appealed  to  Insti¬ 
tutions  because  any  cost  to  the  active  side 
over  and  above  the  brokerage  commissions 
on  that  side  (0.4  percent  after  average  give- 
ups)  was  passed  on  to  the  passive  side  as  a 
discount  from  last  sale  or  a  premium  over 
It.”  Id.,  at  p.  1941.  Tills  theory  Is  not  entirely 
persuasive,  however;  It  would  be  a  rarely  In¬ 
sightful  Institutional  manager  who.  In  a  per¬ 
formance  oriented  market,  would  be  willing 
to  give  a  selling  discount  or  buying  premium 
to  a  direct  competitor.  The  willingness  of 
“lead"  brokers  to  give-up  commission  dollars 
undoubtedly  made  the  block  trade  route 
more  attractive  than  other  methods  of 
liquidation  or  acquisition  from  1963-1968. 
In  general,  however,  the  block  trading 
process  probably  developed  through  Institu¬ 
tional  desire  to  change  positions  with  speed, 
anonymity  and  a  minimum  of  cost. 

See,  Institutional  Investor  Study,  supra, 
n.  4,  pt.  4,  at  pp.  1596-1607. 

**See,  e.g..  Id.,  at  pp.  1943-1947.  Averaging 
of  1,121  blocks  In  the  study’s  sample  of 
“minus  tick”  blocks,  l.e.,  those  blocks  exe¬ 
cuted  below  last  sale  Involving  $1  million  and 
over,  produced  a  price  recovery  on  the  day 
of  the  trade  of  .71  percent.  Within  10  trading 
days  the  price  recovers  slightly  more  (about 
0.25  percent)  and  levels  off  to  a  new  per¬ 
sistent  price  range.  The  total  recovery  Is  .96 
percent  or  Just  enough  to  wipe  out  the  com¬ 
mission  charge.  Id.,  Fig.  XI-3  at  p.  1729,  text 
at  p.  1723,  Pig.  XI-26  at  p.  1756,  Table  XI-99 
at  p.  1786.  Members  may  profit,  therefore, 
from  trading  on  the  block  rumor  Informa¬ 
tion,  but  nonmembers  would  find  this  ac¬ 
tivity  frustrating,  at  best.  Similarly,  the  Spe¬ 
cial  Study  analyzed  a  tender  offer  situation 
where  members  were  able  to  use  their  com¬ 
mission  rate  advantage  to  profit  from  buying 
stock  In  the  open  market  and  tendering, 
whereas  the  nonmember  would  have  been 
prevented  from  so  doing  by  the  closeness  of 
the  offering  price  to  the  market  price.  2  Spe¬ 
cial  Study,  supra  n.  39  at  p.  245,  n.  506. 

*"See  2  Special  Study,  supra  n.  39,  at  p. 
242.  Several  additional  rules  were  proposed 
to  the  New  York  Stock  Exchange  by  the 
Commission  staff  after  the  staff  study  of  off- 
fioor  trading.  These  rules  are  now  in  effect. 
See,  e.g.,  NYSE  rules,  Supp.  Mat.  Para.  2112.10 
and  .20,  2  CCH  New  York  Stock  Exchange 
Guide  Para.  2112.10  and  Para.  2112.20  at  pp. 
2714-2715. 

See,  Letter,  dated  May  5, 1972,  from  Wil¬ 
liam  J.  Casey,  Chairman,  Securities  and  Ex¬ 
change  Commission,  to  the  Honorable  Harri¬ 
son  A.  Williams,  Jr. 
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***  See  Hearings  on  HH.  7852  and  H.R.  8720 
before  the  House  Committee  on  Interstate 
and  Foreign  Commerce,  73d  Cong.,  2d  Sess. 
124  (1934). 

*"Ibld.  See  also,  78  Cong.  Rec.  2270-2271 
(1934) ,  cited  at  p.  3908,  supra. 

»•  It  has  been  argued  that  trading  advan¬ 
tages  are  not  applicable  for  members  at 
regional  exchanges  and  therefcm  Rule  19b-2 
need  not  apply  to  regional  exchanges.  See, 
e.g.,  Commissicm  File  No.  S7-452,  supra  n.  16, 
written  c<Mnments  of  the  PBW  Stock  Ex¬ 
change,  Inc.  (Sept.  8,  1972),  at  p.  14  and 
(Oct.  2,  1972),  at  pp.  10-11.  This  answer  Ig¬ 
nores  three  Important  points:  (1)  Voliune  on 
regional  exchanges  has  Increased  greatly 
since  1964.  For  example,  the  annual  dollar 
volume  on  all  regional  exchanges,  in  1970  and 
1971  was  twice  as  great  as  the  average  annual 
dollar  volume  on  the  Amex  during  the  years 
when  floor  trading  on  the  primary  exchanges 
was  being  analyzed  and  new  restrictions  Im¬ 
posed  (1960-64).  Securities  and  Exchange 
Commission  371ii  Annual  Report  83  (1971). 
The  dollar  volume  on  the  regionals  has  more 
than  tripled  since  1960;  In  1970  and  the  flrst 
6  months  of  1971,  dollar  volume  on  the  re¬ 
gionals  was  the  equivalent  of  dollar  volume 
on  the  Amex.  Ibid.  (2)  Members  of  regional 
exchanges  have  many  interrelationships 
with,  or  are  themselves,  members  of  the  pri¬ 
mary  markets  and  conceptually  are  little 
different  from  off-floor,  “upstairs”  traders  on 
the  primary  markets.  For  example,  some 
Institutions  have  stated  that  their  regional 
membership  is  important  because  of  the  In¬ 
tangible  “feel  tor  the  market”  It  provides. 
See,  e.g..  Commission  File  No.  S7-452,  supra 
n.  16,  Transcript  at  p.  137.  (3)  As  pointed  out 
above,  supra  pp.  80-81  n.  251,  the  develop¬ 
ment  of  a  central  market  system  necessitates 
a  uniform  approach  to  membership  quallflca- 
tlons.  Furthermore,  Rule  19b-2  Is  designed  to 
operate  In  the  context  of  the  emerging  cen¬ 
tral  market  system  where  members  of  all 
exchanges  trading  listed  securities  will  have 
equal  access  to  trading  information  and 
equal  economic  access  to  all  exchange  floors. 

Indeed,  even  If  exchanges  had  completely 
competitive  rates  and  unlimited  member¬ 
ships,  the  necessity  for  Rule  19b-2  would  still 
be  compelling  since  members  would  always 
have  better  access  rates  to  the  markets  than 
nonmembers  and  would  still  have  an  infor¬ 
mational  advantage  over  nonmembers. 

■*‘  Senate  Hearings  on  Institutional  Mem¬ 
bership,  supra  n.  110,  pt.  1,  at  210. 

"^New  York  Stock  Exchange  Fact  Book 
(1972),  at  p.  53. 

“•New  York  Stock  Exchange  Fact  Book 
(1972)  atp.  71. 

»"New  York  Stock  Exchange  Fact  Book 
(1972)  atp.  10. 

“•See,  e.g..  Commission  File  No.  4-144, 
supra  n.  65,  'Transcript  at  pp.  5578,  5716-21, 
5749-54,  7724-25;  Commission  File  No.  4-147, 
supra  n.  84,  Transcript  at  pp.  436,  440,  472, 
1121,  1491,  2142-43,  2066,  written  comments 
of  American  Stockholders  Assoc.,  Inc.  (Nov. 
10,  1971),  at  p.  1;  Burnham  &  Co.  (Oct.  28, 

1971) ,  at  p.  3;  Dreyfus  Corp.,  Inc.  (Nov.  15, 

1972)  ,  at  p.  13;  Goldman,  Sachs  &  Co.  (Nov.  1, 
1971),  at  p.  7;  hazard  Freres  &  Co.  (Nov.  16, 
1971),  at  p.  3;  Lehman  Bros.,  Inc.  (Nov.  10, 
1971)  at  p.  11;  National  Association  of  In¬ 
vestment  Clubs  (Nov.  3,  1971),  at  p.  7;  1972 
House  Hearings,  supra  n.  110,  pts.  7-9,  at  pp. 
3985,  4100,  4241,  4243-4244,  4451;  Senate 
Hearings  on  Institutional  Membership,  supra 
n.  110,  at  p.  350;  The  Commercial  and  Finan¬ 
cial  Chronicle,  (Dec.  7,  1972),  at  p.  4;  Bar¬ 
ron’s  (July  17,  1972) ,  at  p.  1;  New  York  Times 
(July  5,  1972)  at  pp.  55.  58. 

“•See  Commission  File  No.  4-144,  supra 
n.  65,  Transcript  at  pp.  7724-7725.  See  also. 
Id.,  at  pp.  5749-5754. 

***"See  Commission  File  No.  4-144,  supra 
n.  65,  Transcript  at  pp.  5716,  5720.  Cf.  Com¬ 
mission  File  No.  4-147,  supra  n.  84,  Tran¬ 
script  at  pp.  80,  238,  422,  436,  442,  472,  1121, 


1491,  2142-43,  2633;  written  comment  of  the 
American  Stock  Exchange  (Oct.  18,  1971),  at 
p.  29;  A.  G.  Becker  &  Co.  (Nov.  16, 1971) ,  at  p. 
3;  Biimham  &  Co.  (Oct.  28,  1971),  at  p.  3; 
Cantella  &  Co.  (Nov.  1971),  at  p.  4;  First 
Boston  Corp.,  Inc.  (Nov.  4,  1971),  at  p.  8; 
Goldman,  Sachs  &  Co.  (Nov.  1,  1971),  at  pp. 

5- 7;  Lehman  Bros.,  Inc.  (Nov.  10,  1971),  at 
p.  10;  The  Committee  for  the  Martin  Report 
(Oct.  20,  1971),  at  pp.  11-14;  Midwest  Stock 
Exchange  (Oct.  26,  1971),  at  p.  11;  and  Weiss, 
Peck  tc  Greer  (Nov.  9,  1971),  at  p.  2. 

Subcommittee  on  Domestic  Finance, 
House  Committee  on  Banking  and  Currency, 
“Commercial  Banks  and  Their  ’Trust  Activi¬ 
ties:  Emerging  Influence  on  the  American 
Economy”,  90th  Cong.,  2d  Sess.,  Vol.  1,  at 
p.  5.  (Subcomm.  Print,  1968). 

«*  See  Infra  p.  3916. 

“•  Commission  File  No.  87-452,  supra  n.  16, 
written  comments  of  the  Paclflc  Coast  Stock 
Exchange,  (Sept.  27,  1972) ,  at  pp.  1-2;  PBW 
Stock  Exchange,  Inc.,  (Oct.  2,  1972) ,  at  p.  23. 

“•See,  e.g..  Commission  file  No.  87-452, 
supra  n.  16,  written  comments  of  Aetna  Life 
and  Casualty  Co.  (Oct.  3,  1972),  at  pp.  3-4; 
American  Bankers  Assoc.  (Oct.  3,  1972),  at  p. 
2;  American  Insurance  Assoc.  (Oct.  3,  1972), 
at  p.  5;  American  Life  Convention-Life  In¬ 
surance  Assoc,  of  America  (Oct.  3,  1972),  pp. 

6- 10,  17-18;  Goldman,  Sachs  &  Co.  (Sept.  20, 
1972) ,  at  pp.  1-3,  6;  U.S.  Department  of  Jus¬ 
tice  (Oct.  3,  1972),  at  pp.  22-24;  Laird,  Inc. 
(Oct.  5,  1972),  at  pp.  1,  3;  Morris  Mendelson 
(Sept.  22,  1972),  at  p.  2;  Sherman,  Dean  & 
Co.  (Oct.  10,  1972),  at  p.  1;  and  Wellington 
Management  Co.  (Oct.  2,  1972),  at^pp.  3-4. 

"•House  Study,  at  pp.  148-149,  S.  4071, 
92d  Cong.,  2d  Sess.  (Oct.  9,  1972),  118  Cong. 
Rec.  S.  17218  (Daily  ed.,  Oct.  9.  1972). 

"•See,  Commission  Pile  No.  S7-452,  supra 
n.  16,  written  comments  of  Davis,  Skaggs  & 
Co.,  Inc.  (Sept.  20,  1972),  at  p.  1;  Securities 
Industry  Association  (Oct.  9,  1972),  at  p.  3, 
and  Sutro  &  Co.  (Sept.  28,  1972),  at  p.  1.  For 
comments  Impllclty  supporting  the  80-20 
tests,  see.  Id.,  written  comments  of  the  Amer¬ 
ican  Stock  Exchange  (Oct.  16,  1972),  at  p.  1; 
Boston  Stock  Exchange  (Sept.  29,  1972),  at 
pp.  1-2;  Donaldson,  Lufkin  &  Jenrette,  Inc. 
(Oct.  2,  1972),  at  p.  12;  Lehman  Bros.,  Inc. 
(Oct.  17,  1972),  at  pp.  1,  2;  The  Committee 
for  the  Martin  Report  (Oct.  3,  1972),  at  p.  1; 
and  the  New  York  Stock  Exchange  (Oct.  16, 
1972),  at  pp.  1,  3-4.  For  conunents  support¬ 
ing  the  test  as  a  flrst  step,  see  id.,  written 
comments  of  Cyrus  J.  Lawrence  &  Sons 
(Sept.  29,  1972),  at  p.  1  and  Merrill  Lynch, 
Pierce,  Fenner  &  Smith,  Inc.  (Oct.  16,  1972) , 
at  p.  3. 

•<”  In  addition,  as  the  Commission  noted 
In  Its  Policy  Statement,  supra  n.  1,  at  p.  23, 
whether  the  functions  of  brokerage  and 
money  management  should  be  immediately 
separated  or  whether  the  inherent  conflicts 
of  Interest  can  be  handled  by  disclosure  and 
enforcement  of  fiduciary  principles  should  be 
decided  by  the  Congress.  Congress  declined  to 
separate  the  function  of  broker  and  dealer 
In  1934,  although  it  gave  the  Commission  au¬ 
thority  In  certain  circumstances.  See,  supra 
text  at  pp.  3906-3912. 

"•One  of  the  more  forceful  and  articulate 
advocates  of  broad  structural  change  In  the 
securities  Industry  has  apparently  seen  some 
merit  in  an  approach  which  permits  adminis¬ 
trative  flexibility.  In  opposing  a  legislative 
solution  to  the  Issue  of  Institutional  mem¬ 
bership,  the  Department  of  Justice  stated: 

“Our  reluctance  to  abandon  the  advantages 
of  the  administrative  process  In  dealing  with 
this  problem  is  based  on  two  grounds.  First, 
as  Indicated  above,  we  view  the  institutional 
membership  issues  as  largely  arising  out  of 
the  issue  of  flxed  minimum  commission  rates 
employed  by  the  national  securities  ex¬ 
changes.  While  we  have  long  opposed  the 
maintenance  of  flxed  rate  systems,  we  have 
advocated  a  gradual,  flexible  process  of  elimi¬ 
nating  flxed  rates  *  •  *.  The  SEC  is  presently 


FEDERAL  REGISTER,  VOL.  38,  NO.  26— THURSDAY,  FEBRUARY  8,  1973 


RULES  AND  REGULATIONS 


3939 


engaged  In  a  gradual  elimination  of  the  fixed 
rate  system.  As  fixed  rates  are  gradually 
eliminated,  the  incentive  for  institutions  to 
obtain  membership  in  exchanges  will  di¬ 
minish;  and  therefore,  when  the  process  of 
eliminating  fixed  rates  is  completed,  the 
institutional  membership  question  may  be 
analyzed  from  a  fresh  perspective — perhaps 
that  of  considering  whether  the  functions  of 
brokerage  and  money  management  should  be 
absolutely  Isolated  from  one  another  *  *  *. 
In  the  meantime,  the  SEC  should  be  free  to 
seek  a  gradual,  fiexlble  solution  to  the  insti¬ 
tutional  membership  question,  similar  to  and 
in  coordination  with  its  gradual  program  of 
eliminating  fixed  conunission  rates.”  [Cita¬ 
tions  omitted.] 

Letter,  dated  June  12,  1972,  from  Richard 
O.  Klelndlenst,  Acting  Attorney  General,  to 
the  Honorable  John  J.  Sparkman,  Chairman, 
Senate  Committee  on  Banking,  Hotising  and 
Urban  Affairs,  reprinted  in  Senate  Hearings 
on  Institutional  Membership,  supra  n.  110, 
pt.  1,  at  pp.  7-9. 

The  criticisms  made  of  an  80-20  ratio  in 
the  Commission's  19b-2  proceeding  were  sub¬ 
stantially  similar  to  the  criticisms  raised  in 
the  House  Study,  supra  n.  4,  at  pp.  161-162. 
The  point  was  raised  by  some  commentators 
that  an  80-20  formula  would  encourage  a 
wave  of  mergers  between  institutions  and 
member  firms.  If  institutions  believe  that  in¬ 
vestment  in  a  brokerage  firm  conducting  a 
public  securities  business  is  wise,  the  removal 
of  the  “parent"  test,  an  accomplishment  long 
sought  by  the  parties  making  the  above  argu¬ 
ment,  by  itself  paves  the  way  for  such  mer¬ 
gers.  Nevertheless,  we  do  not  believe  an  ar¬ 
tificial  barrier  preventing  such  affiliations  is 
in  the  public  interest.  The  nation  has  no 
public  policy  against  business  combinations 
pet  se.  'Ito  the  extent  that  a  particular  merger 
is  \inde6irabto  because  of  its  anticompeti¬ 
tive  consequences,  the  antitrust  laws  are 
more  than  adequate  to  prevent  them.  See 
sec.  1  of  the  Sherman  Antitrust  Act  16  UB.C. 
1  and  sec.  7  of  the  Clayton  Antitmst  Act  16 
UB.C.  18;  United  States  v.  Greater  Buffalo 
Press,  Inc.,  402  U.S.  649  (1971);  United  States 
V.  PhUllpsburg  National  Bank  &  Trust  Co., 
399  U.S.  360  (1970);  United  States  v.  Third 
National  Bank  in  Nashville,  390  U.S.  171 
( 1968) :  Federal  Trade  Commission  v.  Proctw 
&  Gamble  Co.,  386  U.S.  668  (1967);  United 
States  V.  Philadelphia  National  Bank,  374  UB. 
321  (1963).  See  also.  Commission  File  No.  4- 
144,  supra  n.  65,  Statement  of  the  Antitrust 
Division  of  the  United  States  Department  of 
Justice,  Appendix  A,  “Antitrust  Rules  Deal¬ 
ing  with  Concentration”  (Dec.  1,  1971), 
wherein  it  was  stated:  “The  Department  of 
Justice  is  confident  that,  through  the  appli¬ 
cation  of  these  merger  rules,  concentration  in 
the  securities  industry  due  to  aggressive 
merger  programs  can  be  avoided.”  In  any 
event,  the  Commission  believes  it  unlikely 
that  an  institution  would  take  on  the  capital 
risk  and  expense  of  acquiring  a  member  firm 
which  does  a  public  business,  solely  to  re¬ 
capture  commission  dollars  on  the  amount 
involved  below  the  competitive  rate 
breakpoint. 

Another  point  raised  by  some  commenta¬ 
tors  was  that  the  “80-20”  test  will  induce 
churning  of  public  customer  accounts.  The 
Commission  has  traditionally  viewed  churn¬ 
ing  as  a  serious  and  fiagrant  violation  of  the 
antifraud  statutes  and  has  no  reservations  In 
enforcing  the  prohibition  of  churning  force¬ 
fully.  If  employees  of  a  firm  were  to  churn 
accounts,  particularly  as  part  of  a  general 
firm  policy,  the  Commission’s  response  would 
be  prompt  and  vigorous.  Absent  such  a  firm 
policy,  it  Is  difficult  to  see  why  a  registered 
representative  would  have  a  greater  incentive 
to  chum  accounts  than  now,  since  the  major 
incentive  to  churn  Is  his  desire  to  increase 
commission  income. 

Policy  Question  Number  1 — “In  Its  pres¬ 
ent  form,  the  Commission's  proposed  rule 


requires  that  every  member  or  member  or¬ 
ganization  must  have  as  the  principal  pur¬ 
pose  of  its  exchange  membership  the  conduct 
of  a  public  securities  business.  A  member 
organization  will  be  deemed  to  have  such  a 
purpose  if  at  least  80  percent  of  the  value  of 
its  exchange  securities  transactions  are  for 
or  with  unaffiliated  customers  or  are  specified 
principal  transactions.  In  order  to  be  deemed 
to  have  such  a  purpose  should  a  member 
corporation  also  be  required  to  derive  80  per¬ 
cent  of  its  security  commission  income  re¬ 
lating  to  exchange  transactions  from  trans¬ 
actions  for  or  with  unaffiliated  customers?” 

^See,  e.g..  Commission  File  No.  87-462, 
supra  n.  16,  written  comment  of  Oppen- 
heimer  &  Co.  (Oct.  2,  1972) ,  at  pp.  2-3. 

*“See,  e.g..  Commission  File  No.  87-462, 
supra  n.  16,  written  comment  of  Scudder, 
Stevens  and  Clark  (Oct.  2,  1972),  at  p.  5.  For 
other  commentators  supporting  a  2-pronged 
test,  security  conunission  income  and  the 
value  of  exchange  transactions,  see,  id.,  writ¬ 
ten  comments  of  the  Boston  Stock  Exchange 
(Sept.  29,  1972),  at  p.  1;  Donaldson,  Lufkin  & 
Jenrette,  Inc.  (Oct.  2,  1972),  Appendix,  at 
p.  1;  Investment  Counsel  Assoc,  of  America, 
Inc.  (Oct.  8,  1972),  Exhibit,  at  p.  C-l;  The 
Committee  for  the  Martin  Report  (Oct.  3, 
1972),  at  pp.  1-2;  and  Sutro  &  Co.  (Sept.  28, 
1972),  at  p.  1. 

Data  collected  by  the  Commission  to 
monitor  the  impact  of  negotiated  rates  show 
that  some  orders  involve  no  conunission  on 
the  amount  involved  over  the  competitive 
rate  breakpoint  while  some  orders  involved 
the  equivalent  of  a  full  minimum  commis¬ 
sion.  After  averaging,  agency  transactions 
show  approximately  a  10  percent  greater  dis¬ 
count  from  the  precompetltive  rate  minimum 
scheduled  than  do  principal  transactions. 
See,  Hearings  on  S.  3169  Before  the  Subcom¬ 
mittee  on  Securities  of  Senate  Committee  on 
Banking,  Housing  and  Urban  Affairs,  92d 
Cong.,  2d  Sess.,  124-141  (1972).  _ 

See  Commission  File  No.  S7-462,  supra  n. 
16,  written  comment  of  Oppenheimer  St  Co. 
(Oct.  2,  1972) ,  at  p.  3. 

Indeed,  it  is  the  Commission's  experi¬ 
ence  that  some  brokerage  firms  with  affili¬ 
ated  investment  companies  charge  those  in¬ 
vestment  companies  the  equivalent  of  the 
lowest  rate  the  broker  has  negotiated  at 
arm’s  length  with  any  unafflliated  institu¬ 
tional  customer  on  similar  transactions. 

See  Commission  File  No.  S7-462,  supra 
n.  16,  Transcript  at  pp.  166-167. 

<'‘See  Commission  File  No.  S7-452,  supra 
n.  16,  written  conunent  of  the  New  York 
Stock  Exchange  (Oct.  16,  1972),  at  pp.  3-6. 
These  exceptions  were  considered  necessary 
to  prevent  distortions  which  might  be  caused 
by  the  generally  high  dollar  volume  involved 
in  such  transactions.  Ibid. 

*'*At  times  an  institution  may  desire  bro¬ 
kerage  services  in  the  third  market,  for  ex¬ 
ample,  when  it  needs  anonymity  in  shopping 
a  block  or  because  a  particular  firm  has  a 
superior  execution  capability  or  is  known  for 
its  expertise  In  a  particular  stock.  These  are 
the  very  reasons,  however,  why  an  institution 
needing  brokerage  services  in  the  third  mar¬ 
ket  would  not  use  its  affiliate.  Moreover,  in  the 
fully  negotiated  third  market  there  are  little, 
if  any,  cost  savings  In  using  one's  own  broker. 
The  affiliated  broker,  it  would  appear,  can 
do  little  for  the  institution  in  the  third 
market  that  the  Institution’s  trading  desk 
could  not  do  Itself. 

See,  e.g..  Commission  File  No.  S7-452, 
supra  n.  16,  written  comments  of  the  New 
York  Stock  Exchange  (Oct.  16,  1972),  at  p.  4; 
Merrill  Lynch,  Pierce,  Fenner  &  Smith,  Inc. 
(Oct.  16,  1972),  at  pp.  3-4;  and  Sutro  &  Co., 
Inc.  (Sept.  28,  1972) ,  at  p.  1. 

"’See  Commission  File  No.  S7-462,  supra 
n.  16,  written  comment  of  the  Midwest  Stock 
Exchange  (Sept.  29,  1972),  at  pp.  1-2. 


"•See  Commission  File  No.  S7-462,  supra 
n.  16,  written  comment  of  Investors  Diversi¬ 
fied  Services,  Inc.  (undated),  at  pp.  7-8. 

““See  Commission  FUe  No.  S7-462,  supra 
n.  16,  written  conunents  of  the  New  York 
Stock  Exchange  (Oct.  16,  1972),  at  p.  2;  the 
Midwest  Stock  Exchange  (Sept.  29,  1972),  at 
p.  5  and  (Nov.  6,  1972),  at  p.  2. 

See  Commission  File  No.  S7-452,  supra 
n.  16,  written  comment  of  Oppenheimer  3e 
Co.  (Oct.  2,  1972),  at  pp.  2-3, 

“•See  Commission  File  No.  S7-452,  supra 
n.  16,  written  comment  of  the  PBW  Stock  Ex¬ 
change,  Inc.  (Oct.  2,  1972),  at  pp.  22-23. 

“•  Moreover,  some  kinds  of  arbitrage  do  in¬ 
volve  risk  taking  (risk  arbitrage),  as  in  the 
case  of  a  takeover  bid  or  a  corporate  reorga¬ 
nization  where  the  arbitrageur  enables  a  se¬ 
curityholder  to  pass  on  for  a  discount  the  risk 
of  whether  a  pre^osed  purchase  or  exchange 
of  securities  will  take  place. 

“•See  Commission  File  No.  S7-452,  supra 
n.  16,  written  comment  of  Midwest  Stock  Ex¬ 
change  (Sept.  29, 1972) ,  at  p.  7. 

“•See  Commission  nie  No.  S7-462,  supra 
n.  16,  written  comment  of  the  New  York 
Stock  Exchange  (Oct.  16,  1972),  at  p.  4. 

“•  Securities  and  Exchange  Commission, 
Report  on  the  Public  Policy  Implications  of 
Investment  Company  Growth,  HJt.  Rept.  No. 
2337,  89th  Cong.,  2d  sess.,  64-72  (1966). 

“•See  sec.  2  of  the  Investment  Company 
Act,  16  U.S.C.  80a-2(a)  (3)  (E).  The  infiuence 
of  a  fund  manager  with  fund  share  holders 
in  the  operation  of  the  fund  can  hardly  be 
gainsaid.  See  Rosenfeld  v.  Black,  445  F.  2d 
1337,  1343  (C.A.  2,  1971) ,  certiorari  dismissed, 
sub.  nom.,  Lazard  Freres  &  Co.  v.  Rosenfeld, 
by  agreement  of  the  parties.  No.  71-771  (U.S. 
Sup.  Ct.,  Sept.  1,  1972). 

“•See  infra  text  at  p.  3923  Ct.,  Invest¬ 
ment  Company  Act,  sec.  2(a)  (3)  (A)  and  (B), 

16  U.S.C.  80a-2(a)(3)  (A)  and  (B). 

“•Cf.,  sec,  16  of  the  Securities  Act  15 

UB.C.  77o  and  Rule  405  thereunder,  17  CFR 
230.405;  sec.  20  of  the  Secvnltles  Ex  ..ange 
Act,  15  U.S.C.  78t  and  Rule  12b-2  theieunder, 

17  CFR  240.12b2;  sec.  202(a)  (11)  of  the  In¬ 
vestment  Advisers  Act,  16  UB.C.  80-b  202(a) 
(11);  the  Trust  Indenture  Act  15  U.S.C. 
78aaa  et  seq.,  and  Rule  0-2  thereunder,  17 
OFR  250.0-2;  and  sec.  2(11)  of  the  Public 
Utility  Holding  Company  Act,  16  U.S.C.  79b- 
3(11). 

““  Cf.,  sec.  2(a)  (9)  of  the  Investment  Com¬ 
pany  Act,  16  U.S.C.  80a-2(a)  (9), 

•"See,  e.g..  Commission  File  No.  S7-452, 
supra  n.  16,  written  comments  of  Investors' 
Diversified  Services  (undated),  at  pp.  12-17; 
UB.  Department  of  Justice  (Oct.  3,  1972) ,  at 
pp.  17-20.  But  see  id.,  written  comments  of 
the  American  Stock  Exchange  (Oct.  16, 1972). 
at  pp.  3-4;  the  Boston  Stock  Exchange  (Sept. 
29,  1972),  at  p.  2;  Davis,  Skaggs  &  Co.,  Inc. 
(Sept.  20,  1972),  at  p.  2;  Donaldson,  Lufkin 
&  Jenrette,  Inc.  (Oct.  2,  1972),  at  pp.  2-11; 
Lehman  Bros.,  Inc.  (Oct.  17, 1972) ,  at  pp.  6-6; 
The  Conunlttee  for  the  Martin  Report  (Oct.  3, 
1972),  at  p.  2;  Merrill  Lynch,  Pierce  Fenner 
&  Smith,  Inc.  (Oct.  16, 1972) ,  at  pp.  3-4;  Mid¬ 
west  Stock  Exchange  (Sept.  29,  1972),  at  p. 
3;  New  York  Stock  Exchange  (Oct.  16,  1972), 
at  p.  6;  Pacific  Coast  Stock  Exchange  (Sept. 
27,  1972),  at  p.  3;  Reich  &  Tang,  Inc.  (Sept, 
29,  1972),  at  pp.  1-2;  and  the  Securities 
Industry  Assoc.  (Oct.  9,  1972),  at  pp.  8-9. 

“•See,  e.g..  Commission  File  No.  S7-452, 
supra  n.  16,  written  comments  of  the  Allstate 
Insurance  Co.  (Sept.  29,  1972),  at  p.  3;  the 
American  Bankers  Assoc.  (Oct.  3,  1972),  at 
pp.  1-2;  the  American  Insurance  Assoc,  (^t. 
12,  1972),  at  pp.  8-9;  the  American  Life  Con¬ 
vention-Life  Insurance  Assoc,  of  America 
(Oct.  3,  1972),  at  pp.  12-17;  Equity  Services, 
Inc.  (Sept.  21,  1972),  at  p.  5;  James  Ellis 
(Aug.  23,  1972),  at  p.  5;  Guardian  Advisors, 
Inc.  (Sept.  22,  1972),  at  p.  3;  C.  J.  Lawrence 
&  Sons  (Oct.  17.  1972),  at  p.  2;  Penn  Mutual 
Securities  Corp.  (Oct.  6.  1972) ,  at  pp.  4-5;  tlie 
Phoenix  Equity  Planning  Corp.  (Sept.  14, 
1972) ,  at  p.  2. 
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^S«e.  e^.,  Commission  Pile  No.  S7-4S2, 
suprs  n.  18.  written  comments  of  Investors 
Dlverstfied  Servioes,  Inc.  (undated) ,  at  p.  15; 
Oppenhelmw  Co.,  Inc.  (Oct.  2,  1972).  at 
pp.  3-5;  UJ3.  Department  of  Justice  (Oct.  3, 
1972) ,  at  p.  38. 

qqo  commentator  was  concerned  that 
use  of  the  terms  “control”  and  “affiliated  per¬ 
son”  would  engender  confusion  since  Con¬ 
gress  has  before  It  other  proposals  which  bear 
on  these  relationships.  See  Commission  file 
S7-452,  supra  n.  16,  written  cmnment  of 
Smith,  Barney  &  Co.  (Sept.  29,  1972),  at  p. 
2.  Since  the  Commission  assigns  to  these 
terms  their  traditional  legal  meaning,  how¬ 
ever,  confusion  should  be  minimal. 

One  commentator  suggested  that  whatever 
decision  is  made  on  Rule  19b-2,  the  Commis- 
sicm  must  provide  a  special  exception  for 
brokerage  firms  representing  sovereign  gov¬ 
ernmental  bodies.  See  Commission  File  No. 
S7-452,  supra  n.  16,  Transcript  at  pp.  229- 
231;  see  also.  Senate  Hearings  on  Institu¬ 
tional  Membership,  supra  n.  110,  pt.  1,  at 
pp.  75-83. 

We  are  aware  of  no  authority,  however,  for 
the  view  that  an  instrumentality  of  a  State, 
when  engaging  in  proprietary  functions, 
must  obtain  special  privileges  not  otherwise 
accorded  to  other  persons  engaged  in  the 
same  fimctlons. 

Control  is  essentially  the  domination  of 
another’s  affairs.  See  American  Gas  &  Electric 
Co.  V.  Securities  and  Exchange  Commission, 
134  P.  2d  633  (C.A.D.C.  1943),  certiorari  de¬ 
nied,  319  UH.  763  (1943)  “Domination  may 
spring  as  readily  from  subtle  or  unexercised 
power  as  frcnn  armtrary  Unposltlon  of  com¬ 
mand.”  North  American  Co.  v.  Securities  and 
Exchange  Commission,  327  U.S.  686,  693 
(1946).  In  any  event,  it  is  clear  that  control 
cannot  be  determined  by  artificial  tests  but 
is  an  issue  of  fact  to  be  determined  by  the 
special  circumstances  of  each  case.  Roches¬ 
ter  Telephone  CkHrp.  v.  United  States,  307  U.S. 
125,  145  (1939).  See,  genmilly,  Sommer. 
Who’s  “In  Control”?— SEC,  21  Bus.  Lawyer 
559  (1966). 

‘“See,  e.g..  Policy  Statement,  supra  n.  1, 
at  p.  23. 

The  control  presumption  in  proposed 
Rule  19b-2  was  based  on  “25  percent  or 
more”  of  the  voting  securities  of  participa¬ 
tion  in  profits.  In  response  to  a  request  for 
uniformity  with  the  Investment  Company 
Act  made  by  some  commentators,  this  lan¬ 
guage  has  been  changed  to  “more  than  25 
percent.”  See,  e.g..  Commission  Pile  No.  S7- 
452,  supra  n.  16,  written  comments  of  Davis, 
Polk  &  Wardwell  (Oct.  2,  1972),  at  p.  1;  and 
the  New  York  Stock  Exchan^  (Oct.  16, 
1972),  at  p.  9. 

*“  See  Commission  Pile  No.  S7-452,  supra  n. 
16.  written  comment  of  the  New  York  Stock 
Exchange  (Oct.  16,  1972),  at  p.  8. 

‘“See  Commission  File  No.  S7-462,  supra 
n.  16,  written  comment  of  Investors  Diversi¬ 
fied  Services.  Inc.  (undated) .  at  pp.  6-8;  PBW 
Stock  Exchange,  Inc.  (Oct.  2,  1972),  at  pp. 
15-16;  U.S.  Department  of  Justice  (Oct.  3, 
1972) ,  at  pp.  18-20. 

“•See,  e.g.,  Robert  W.  Stark,  Jr.,  Inc.  v. 
New  York  Stock  Exchange,  346  F.  Supp.  217 
(SJ3J4'.Y.).  affirmed  per  curiam.  466  F.  2d 
743  (C.A.  2.  1972);  J.  P.  Morgan  &  Co.,  Inc., 
10  SEC  119  (1941).  See  generally,  II  L.  Loss, 
Securities  Regulation  770-783  (  2d  ed.  1961); 
Commer,  Who’s  “In  Control”? — SEC,  21  Bus. 
Lawyer  559  (1966). 

‘“See,  e.g..  Commission  Pile  No.  S7-452, 
supra  N.  16,  ’Transcript  at  pp.  4,  5,  8-10, 
52-77. 

‘“See,  e.g..  Commission  Pile  No.  S7-452, 
supra  N.  16,  Transcript  at  pp.  54,  59,  60. 

‘“  Many  Investment  advisers  have  pre¬ 
ferred  to  en4>hasl2e  a  separatkm  between  the 
xxmney  management  and  brokerage  business 
and  have  chosen  not  to  Join  an  exchange. 
A  tenet  of  the  Investment  Counsel  Associa¬ 


tion  of  America.  Inc.,  for  example,  so  re¬ 
quires.  That  is  a  business  Judgment.  See  1972 
House  Hearmgs,  supra  n.  110.  pt.  8.  at  p.  4212. 

‘M  Insurance  companies  have  traditionally 
offered  a  wide  range  of  services  to  pension 
customers.  See  Senate  Hearings  on  Institu¬ 
tional  Membership,  supra  n.  110,  pt.  2,  at 
pp.  93-94. 

The  Institutional  Invests  Study  reported 
that: 

“insurers  of  all  sizes  regard  their  ability  to 
offer  a  package  of  actuarial,  administrative, 
and  mvestment  services  as  the  most  impor¬ 
tant  competitive  advantage  they  hold  over 
banks,  which  do  not  offer  actuarial  services  in 
particular.  Also,  of  considerable  Importance 
to  many  companies  is  their  ability  to  provide 
investment,  mortality,  and  other  guarantees. 
These  two  factors  constitute  the  means  by 
which  insurers  have  traditionally  been  able 
to  differentiate  the  services  they  can  provide 
pension  plan  customers  from  those  obtain¬ 
able  from  banks  or  other  investment  man¬ 
agers  •  •  •.  [Tlhey  were  cited  as  the  two 
greatest  competitive  advantages  by  the  pre¬ 
ponderance  of  Insurers  of  all  sizes. 

“Aside  from  those  services,  the  remaining 
factor  most  often  mentioned  as  a  significant 
competitive  advantage  was  the  ability  of  life 
insurers  to  offer  related  benefit  programs 
such  as  group  term  Insurance,  disability  in¬ 
come  and  medical  coverage.  • 

“It  is  also  conceivable  that  insurers’  large 
lending  operation^  produce  customers  for  the 
group  annuity  department.  This  would  seem 
plausible  because  most  life  companies’  ac¬ 
quisitions  of  debt  obligations  are  private 
placements,  so  that  close  relationships  are 
developed  between  insurers  and  corporate 
borrowers.  However,  these  relationships  were 
regarded  as  relatively  unimportant  by  most 
responding  Insiuers.”  Institutional  Investor 
Study,  supra  n.  4.  pt.  2,  at  p.  554.  See  also 
id.  at  pp.  543-545. 

See  secs.  16,  20,  21,  32  of  the  Banking 
Act  of  1933,  as  amended,  12  U.S.C.  24.  78.  377, 
378. 

‘“See  secs.  101,  103  of  the  Bank  Holding 
Company  Act  of  1956,  as  amended,  12  U.S.C. 
1841,  1843(c)(8). 

“’In  contrast  to  the  results  for  Insurance 
companies,  the  Institutional  Investor  Study 
data  showed  a  strong  positive  relationship  for 
banks  between  the  management  of  a  cor¬ 
poration's  pension  plan  assets  and  the  exist¬ 
ence  of  a  loan  relationship  with  the  corpora¬ 
tion.  See  Institutional  Investor  Study,  supra 
n.  4,  pt.  5,  at  pp.  2721-2722.  As  one  com¬ 
mentator  put  it: 

“The  use  of  Income  from  other  sources  to 
support  unrealistically  low  management  fees 
is  not  uniqiie  to  broker-dealers.  Banks,  for 
instance,  have  had  very  low  fees  which  in 
great  part  reflect  the  benefits  received  by 
the  commercial  department  of  the  banks 
from  these  advisewy  relationships.  Accord¬ 
ing  to  Federal  Reserve  Board  statistics  the 
trust  department  of  10  large  New  York  City 
banks  lost  (328  million  in  1970.” 

Senate  Hearings  on  Institutional  Member¬ 
ship.  supra  n.  110,  pt.  2,  at  p.  620. 

“®  Policy  Question  Number  3 — 

“Should  the  proposed  rule  Include  officers, 
directors,  partners  of  member  organizations 
and  members  of  their  immediate  families  in 
the  definition  of  an  affiliated  person  or 
should  their  affiliation  be  judged  by  the  pres¬ 
ence  or  absence  of  control?  ffhe  Commission 
believed  it  unnecessary  to  Include  such  per¬ 
sons  in  its  definition  and  has  revised  the 
rule  it  originally  requested  the  exchanges  to 
adopt  accordingly.  Comments  are  invited  on 
the  d^etion.” 

See  Commission  File  No.  S7-452,  supra 
n.  16,  written  comments  of  the  American 
Stock  Exchange  (CX;t.  16,  1972),  at  p.  4;  the 
Boston  Stock  Exchange  (Sept.  29,  1972),  at 
p.  3;  Davis,  ^aggs  A  Co.,  Inc.  (Sept.  20, 


1972),  at  p.  2;  Donaldson,  Lufkin  &  Jenrette, 
Inc.  (Oct.  2,  1972),  Appendix,  at  p.  2;  Gold¬ 
man,  Sachs  &  Co.  (Sept.  20,  1972),  at  p  4; 
Lehman  Bros.,  Inc.  (Oct.  17, 1972) ,  at  pp.  3-4; 
’The  Committee  for  the  Martin  Report  (Oct  2, 
1972),  at  2;  Merrill  Lynch,  Pierce  Fenner  & 
Smith,  Inc.  (Oct.  16,  1972),  at  p.  4;  the 
Midwest  Stock  Exchange  (Sept.  24,  1972),  at 
3;  the  Pacific  Coast  Stock  Exchange  (Sept.  27, 
1972),  at  p.  3;  the  Securities  Indus^  Assoc. 
(Oct.  9,  1972),  at  p.  4,  and  Sutro  &  Co.,  Inc. 
(Sept.  28.  1972),  at  p.  1. 

See  Commission  Pile  No.  S7-462,  written 
comment  of  the  American  Stock  Exchange 
(Oct.  16, 1972),  at  p.  4. 

See  Commission  Pile  No.  S7-462,  siipra 
n.  16,  written  comment  of  the  New  York 
Stock  Exchange  (Oct.  16,  1972),  at  p.  5. 

‘“See  Commission  Pile  No.  87-452,  supra 
n.  16,  written  comments  of  Donaldson,  Luf¬ 
kin  &  Jenrette  (Oct.  2,  1972),  appendix,  at 
p.  2;  Merrill  Lynch,  Pierce,  Fenner  A  Smith, 
Inc.  (Oct.  16,  1972),  at  p.  4;  the  New  York 
Stock  Exchange  (Oct.  16,  1972),  at  p.  5; 
Scudder  Stevens  and  Clark  (Oct.  2,  1972), 
at  p.  6. 

‘“See  Ccanmisslon  Pile  No.  S7-462,  supra 
n.  16,  written  comments  of  Merrill  Lynch, 
Pierce,  Fenner  &  Smith,  Inc.  (Oct.  16,  1972), 
at  p.  4. 

‘“See,  e.g..  Commission  Pile  No.  87-452, 
supra  n.  16,  written  comments  of  the  Ameri¬ 
can  Life  Convention-Life  Insurance  Assoc,  of 
America  (Oct.  3,  1972),  at  pp.  12-13;  the  U.S. 
Department  of  Justice  (Oct.  3,  1972),  at 
p.  17-20;  the  Investment  Counsel  Assoc,  of 
America,  Inc.  (Oct.  3,  1972),  Exhibit  C,  at 
p.  3;  Investors  Diversified  Services,  Inc.  (un¬ 
dated)  at  pp.  9-11;  Laird,  Inc.  (Oct.  6,  1972), 
at  p.  3;  the  PBW  Stock  Exchange,  Inc.  (Oct.  2, 
1972),  at  p.  27;  Scudder  Stevens  ft  Clark 
(Oct.  2,  1972),  at  p.  6;  and  Wellington  man¬ 
agement  Co.  (Oct.  2,  1972),  at  p.  6. 

‘“See  Commission  Pile  No.  S7-462,  supra 
n.  16,  written  comment  of  Investors  Diversi¬ 
fied  Services,  Inc.  (undated),  at  pp.  9-11, 

"“For  example,  NYSE  Rule  407(b)(1),  2 
CCH  New  York  Stock  Exchange  Guide  Para. 
2407  at  p.  3701,  only  requires  that  members 
or  officers  of  member  organizations  not  main¬ 
tain  securities  or  commodities  accounts  at 
other  member  organizations  or  banks  with¬ 
out  the  prior  written  consent  of  the  member 
organization.  In  the  event  permission  is 
granted,  the  member  organization  must  re¬ 
ceive  monthly  reports  and  make  periodic 
reviews.  This  rule  would  appear  to  be  neces¬ 
sary  as  a  corollary  to  Rule  342,  requiring 
member  organizations  to  exercise  supervisory 
control  over  the  activities  of  employees. 

It  should  be  noted  that  those  persons 
having  the  power  of  control  over  a  member 
corporation,  but  not  specifically  named, 
would  still  be  considered  affiliated  under 
clause  2(b)(1). 

‘“See,  infra,  p.  3928. 

‘“These  agency  orders  to  purchase  or  sell 
U.S.  securities  are  channeled  to  the  domestic 
subsidiary  for  execution  in  the  same  fashion 
that  a  fcM-eign  subsidiary  or  branch  office 
ot  a  U.S.  brokerage  firm  transmits  orders 
received  to  its  home  office  within  the  United 
States.  In  several  European  nations,  the 
traditional  brokerage  function  must  by  law 
be  performed  by  a  banking  Institution.  This 
combination  of  functions  is  required,  for 
example,  in  Switzerland  and  Germany.  In 
Prance  and  Italy,  there  is  no  legal  require¬ 
ment  that  all  banka  act  as  brokers  or  that  all 
brokers  be  banks;  however,  by  custom  and 
tradition  most  of  the  public  seciirltles  busi¬ 
ness  in  these  coxintrles  is  conducted  by 
banks.  In  England,  Japan,  and  Belgium,  on 
the  other  hand,  each  ftmctlon  may  be  car¬ 
ried  on  separately,  and  brokers  which  do 
not  offer  any  commercial  banking  services 
are  common. 

♦“Policy  Question  Niunber  6 — 
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“It  has  been  pointed  out  that  member 
organizations  controlled  by  entities  not  in¬ 
corporated  within  the  United  States  may  be 
faced  with  problems  not  anticipated  by  the 
rule.  The  purpose  of  such  an  organization 
often  is  to  serve  as  broker  for  customers  of 
its  foreign  parent,  which  may  Itself  be  a 
broker-dealer  or,  in  many  continental  coun¬ 
tries,  may  be  a  bank  performing  the  tradi¬ 
tional  broker-dealer  functions.  Should  busi¬ 
ness  done  for  such  customers  be  treated  as 
having  been  done  for  unafflliated  persons?” 

*^See  Commission  File  No.  S7-452,  supra 
n.  16,  written  comment  of  the  Securities 
Industry  Association  (Oct.  9,  1972),  at  pp. 
4-5.  Other  commentators  concurred  in  the 
conclusion  for  different  reasons.  See  Com¬ 
mission  File  No.  S7-462,  supra  n.  16,  written 
comments  of  the  American  Stock  Exchange 
(Oct.  16,  1972),  at  p.  5;  the  Investment 
Counsel  of  America  Assoc.,  Inc.  (Oct.  3, 1972) , 
Exhibit  C,  at  p.  2;  Investors  Diversified  Serv¬ 
ices,  Inc.  (undated),  at  pp.  31-32;  Cyrus  J. 
Lawrence  &  Sons  (Sept.  29,  1972),  at  p.  2; 
and  the  New  York  Stock  Exchange  (Oct.  16, 
1972)  at  pp.  6-7.  But,  see  Commission  File 
No.  S7-462,  supra  n.  16,  written  comments  of 
Baer  Securities  Corp.  (Oct.  3,  1972),  passim; 
Boston  Stock  Exchange  (Sept.  29,  1972),  at 
pp.  2-3;  Cazenove,  Inc.  (Sept.  28,  1972), 
passim;  Europartners  Securities  Corp.  (Sept. 
29,  1972),  passim;  Goldman,  Sachs  St  Co. 
(Sept.  20,  1972)  at  p.  3;  The  Committee  for 
the  Martin  Report  (Oct.  3,  1972)  at  p.  3; 
Midwest  Stock  Exchange  (Sept.  29,  1972),  at 
p.  3  (Nov.  6,  1972) ,  at  pp.  1-2;  Pacific  Coast 
Stock  Exchange  (Sept.  27,  1972)  at  pp.  3-4; 
the  PBW  Stock  Exchange,  Inc.  (Oct.  2,  1972), 
at  p.  30;  the  Suez  American  Corp.  (Sept.  9. 
1972),  at  pp.  1-2;  SoOen  International  Corp. 
(Oct.  3,  1972),  passim;  UBS-DB  Corp.,  (Oct. 
2,  1972),  passim. 

♦“NYSE  Rule  314.14,  2  OCH  New  York 
Stock  Exchange  Guide,  par.  2314.14  at  p. 
3070. 

♦“See  Commission  File  No.  S7-452,  supra 
n.  16,  written  ccmunent  of  UBS-DB  Corp. 
(Oct.  2,  1972),  at  p.  4. 

Policy  Question  No.  2 

“Should  each  exchange  be  required  to 
adopt  an  identical  rule  or  should  any  ex¬ 
change  be  permitted  to  adopt  a  rule  varying 
from  the  general  pattern  to  some  extent  to 
accommodate  particular  circumstances  of 
that  exchange,  so  long  as  all  such  rules  em¬ 
body  and  carry  out  the  basic  objectives,  and 
If  such  variations  do  not  result  In  competi¬ 
tive  inequality?” 

<*‘Cf.  sec.  19(a)(1)  of  the  Securities  Ex¬ 
change  Act  15  UB.C.  78s  (a)  (1). 

*00  See  infra,  p.  3927. 

Policy  Question  No.  6 

“Should  the  phase-in  period  contained  in 
the  Conunisslon's  request  be  shortened  or 
left  to  the  discretion  of  the  various  ex¬ 
changes  as  is  now  contemplated,  and  at  what 
point  should  the  proposed  plan  for  compli¬ 
ance  by  the  end  of  the  phase-in  period  be 
required  to  be  submitted?  Are  there  any 
equitable  reasons  for  moving  the  cutoff  date 
of  June  23, 1970  forward?” 

See  infra  p.  3927. 

See  e.g..  Securities  Exchange  Act  Releases 
Nos.  8239  (Jan.  26,  1968) ,  8348  (July  1,  1968) , 
8432  (Oct.  21,  1968). 

*™In  the  Matter  of  the  Rules  of  the  New 
York  Stock  Exchange,  10  S.E.C.  270,  286-287 
(1941). 

*”See  letter,  dated  Apr.  29,  1965,  from  A. 
Willis  Robertson,  Chairman,  innate  Commit¬ 
tee  on  Banking  and  Ciurency,  to  Manuel  F. 
Cohen,  Chairman,  Securities  and  Exchange 
Commission,  reprinted  at  111  Cong.  Rec. 
19019  (1965) : 

“The  basic  purpose  of  the  antitrust  laws  is 
to  promote  and  foster  competition  and  to 
prevent  monopolies.  Vigorous  and  effective 
competition  in  the  securities  business  and 
the  securities  markets  is  Important  to  In- 
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vestors,  to  the  financing  of  industry,  and  to 
the  growth  and  development  of  our  economy. 
The  committee  is  aware,  however,  that  in  a 
regulated  field  competitive  considerations 
assume  a  somewhat  different  aspect  than  in 
unregulated  industries  and  may  call  for 
different  forms  of  regulation.” 

See  pp.  3906-3909,  supra. 

*7aSee,  e.g.,  secs.  2,  11,  12,  and  19(b)  (9)  of 
the  Act.  See  also.  Silver  v.  New  York  Stock 
Exchange,  373  U  S.  341  (1963).  In  Silver,  the 
Court  recognized  that  the  Securities  Ex¬ 
change  Act  embodied 

“a  public  policy  contemplating  that  secu¬ 
rities  exchanges  will  engage  in  self-regulation 
which  may  well  have  anti-competitive  effects 
in  general  and  in  specific  applications.” 

373  U.S.  at  349;  see  also,  id.  at  pp.  350  (“The 
exchanges  are  by  their  nature  bodies  .with  a 
limited  number  of  members  •  •  •  .”);  355 
(“Rules  which  regulate  Exchange  members’ 
doing  of  business  with  nonmembers  are 
therefore  very  much  pertinent  to  the  aims  of 
self-regulation  under  the  1934  Act”);  360 
(“The  entire  public  policy  of  self -regulation, 
beginning  with  the  idea  that  the  Exchange 
may  set  up  barriers  to  membership,  con¬ 
templates  that  the  Exchange  will  engage  in 
restraints  of  trade  which  might  well  be  un¬ 
reasonable  absent  sanction  by  the  Securities 
Exchange  Act”).  Accord,  Ricci  v.  Chicago 
Mercantile  Exchange,  No.  71-858  (UB.  Sup. 
Ct.,  Jan.  9,  1973),  Slip  op.  at  pp.  13,  16  (ma¬ 
jority  opinion),  dissenting  opinion  of  Mar¬ 
shall,  J.,  at  p.  6;  Kaplan  v.  Lehman  Bros.,  371 
F.  2d  409  (C.A.  7),  certiorari  denied,  389  UB. 
954  (1967);  Robert  W.  Stark,  Jr.,  Inc.  v.  New 
York  Stock  Exchange,  Inc.,  346  F.  Supp.  217, 
228  (SD.  N.Y.),  affirmed  per  curiam,  466  F, 
2d  743  (C.A.  2,  1972). 

*'*See  Commission  File  No.  S7-452,  supra 
n.  16,  written  comments  of  PBW  Stock  Ex¬ 
change,  Inc.  (Sept.  8,  1972)  at  p.  11;  PBW 
Stock  Exchange,  Inc.  (Oct.  2,  1972)  at  p.  3; 
Midwest  Stock  Exchange  (Sept.  29,  1972)  at 
p.  8;  Antitrust  Division  of  the  UB.  Depart¬ 
ment  of  Justice  (Oct.  3,  1972)  at  pp.  4-16; 
Aetna  Life  and  Casualty  Co.  (Oct.  3,  1972) 
at  p.  5;  Investors  Diversified  Services  (un¬ 
dated)  at  p.  5;  Channlng  Management  Corp. 
(Oct.  5,  1972)  at  pp.  9-10;  American  Life 
Convention-Life  Insurance  Association  of 
America  (Oct.  3,  1972)  at  pp.  4-10;  Sherman 
Dean  and  Co.  (Oct.  10,  1972);  American  In¬ 
surance  Association  (Oct.  12,  1972)  at  p.  8. 

*”Thus,  for  example,  compare  Municipal 
Electric  Assoc,  of  Mass.  v.  Securities  and  Ex¬ 
change  Commission,  413  F.  2d  1052  (CA. 
D.C.) ,  with  City  of  LMayette  v.  Se<nirlties  and 
Exchange  Commission,  454  F.  2d  941  (C.A. 
D.C.,  1971),  certiorari  granted  in  a  related 
case,  sub  nom.  Gulf  States  Utilities  v.  Federal 
Power  Commission,  406  U.S.  956  (1972). 

These  are  the  standards  governing  Com¬ 
mission  regulation,  as  opposed  to  self -regula¬ 
tion.  See,  e.g.,  sections  11(a)  and  19(b)  of  the 
Securities  Exchange  Act. 

See  discussion  infra,  pp.  3926-3927. 

See  oases  cited  at  n.  489,  infra.  See  also, 
Ricci  V.  Chicago  Mercantile  Exchange,  No.  71- 
858  (U.S.  Sup.  Ct.,  Jan.  9,  1973) . 

‘™373U.S.  341  (1963). 

“®Id.  at  pp.  368-360  (emphasis  supplied); 
cf.  United  States  v.  Interstate  Commerce 
Commission,  396  U.S.  491  (1970). 

346  F.  Supp.  217  (S.D.  N.Y.) .  affirmed  per 
curiam,  466  F.  2d  743  (C.A.  2,  1972). 

*«Id  at  p.  229. 

‘“Antitrust  Division  of  the  U.S.  Depart- 
mnt  eof  Justice,  Memorandum  on  the  Issues 
to  Be  Decided  at  Trial  and  the  Proposed  Pro¬ 
cedure  to  Be  Followed,  Thill  Securities  Corp. 
V.  New  York  Stock  Exchange,  Civ.  Action  No. 
63-C-264  (E.D.  Wls.),  reprinted  in  Senate 
Hearings  on  Institutional  Membership,  supra, 
n.  110,  at  pt.  1,  p.  389. 

See  discussion  supra,  p.  3905. 

**  See  discussion  supra,  p.  3903. 


“•This  view  implicitly  was  recognized  by 
the  House  Study,  supra  n.  4,  which  had  the 
following  comment  on  Securities  Exchange 
Act  Rule  lOb-2,  as  pressed: 

“The  agency's  proposed  rule  would  require 
large  national  brokerage  firms  which  engage 
in  money  management  activities  to  do  $8  of 
nonafiUiated  brokerage  business  for  every  $2 
of  affiliated  brokerage  business  *  *  *  .  The 
Subcommittee  opposes  a  type  of  rule  which 
would,  in  effect,  require  national  firms,  to 
compete  with  regional  firms  in  situations 
where  they  would  otherwise  choose  not  to  do 
so.” 

Id.  at  p.  152  (emphasis  supplied) . 

“^See,  e.g..  Silver  v.  New  York  Stock  Ex¬ 
change,  373  U.S.  341  (1963):  Associated  Press 
V.  United  States,  326  U.S.  1  (1946);  United 
States  V.  Terminal  RJt.  Assoc.,  224  U.S.  383 
(1912).  Of  course,  these  cases  did  not  pre¬ 
sent  any  question  of  the  scope  or  appplica- 
bllity  of  the  antitrust  laws  to  governmentally 
directed  regulator  action,  and  we  do  not 
mean  to  suggest  that  the  standards  enunci¬ 
ated  in  these  cases  should  govern  our  reg¬ 
ulatory  activities.  See  discussion  infra,  pp. 
3926-3927. 

“•  United  States  v.  Paramount  Pictures,  334 

U. S.  131  (1948);  Orbo  Theatre  Corp.  v.  Loews, 
Inc.,  156  F.  Supp.  770  (D.  D.C..  1967),  af¬ 
firmed,  261  F.  2d  380  (C.A.  D.C..  1958), 
certiorari  denied.  359  U.S.  943  (1959) ;  United 
States  V.  Columbia  Steel,  334  UB.  495,  re¬ 
hearing  denied,  334  U.S.  862  (1948). 

"•Eastern  RJl.  Pres.  Conf.  v.  Noerr  Mo¬ 
tors,  366  U.S.  127, 136  (1961) .  See  also.  United 
States  V.  Rock  Royal  Co-op.,  307  U.S.  533,  560 
(1939) ;  Parker  v.  Brown,  317  U.S.  841  (1943) ; 
Olsen  V.  Smith,  195  UB.  332,  344-345  (1904); 
Carnation  Co.  v.  Pacific  Westbound  Conf., 
383  U.S.  213,  221-222  (1966).  This  immunity 
has  been  construed  to  include  governmental 
agents  while  acting  within  the  scope  of  their 
authority  in  furtherance  of  a  declared  gov¬ 
ernmental  policy  or  legislative  scheme. 
Union  Carbide  and  Carbon  Corp.  v.  Nisley, 
300  F.  2d  561,  676  (C.A.  10).  certiorari  dis¬ 
missed.  371  UB.  801  (1962). 

"•Recognizing  that  the  size  of  securities 
orders  may  reduce  costs,  we  have  firmly 
committed  this  agency  to  the  proposition 
that  volume  discounts  and  negotiated  rates 
on  institutional-sized  orders  are  appropriate. 
See  p.  3904,  supra.  But  large  Investors  are  no 
more  entitled  to  direct  access  to  the  ex¬ 
change  mechanism  than  smaller  Investors. 
As  the  Special  Study  supra,  n.  39,  noted,  in 
defining  some  of  the  broad  terms  used  in 
the  Securities  Exchange  Act: 

“  ‘Fair’  and  ‘honest’  presumably  encom¬ 
pass  the  notion  of  freedom  from  manipula¬ 
tive  and  deceptive  practices  of  all  kinds  and 
may  be  regarded  as  positive  expression  of 
the  act’s  ban  on  such  practices,  acts,  and 
devices.  ‘Fair’  also  presumably  implies,  espe¬ 
cially  in  the  several  references  to  ‘fair 
dealing’  and  also  the  reference  to  ‘unfair 
discrimination  between  customers  or  issuers, 
or  brokers  or  dealers,’  that  there  be  no  undue 
advantage  or  preference  among  participants 
in  the  marketplace;  i.e.,  that  there  be  no 
unnecessary  discrimination  in  opportunity 
or  treatment  or  in  access  to  facilities  or 
information.” 

Special  Study,  supra,  n.  39,  at  pt.  2,  p.  14. 

"iThis  principle  has  been  applied  in  a 
number  of  contexts.  See,  e.g..  United  States 

V.  Terminal  Railroad  Assoc.,  supra  n.  487, 
Associated  Press  v.  United  States,  supra 
n.  487. 

"•See  pp.  3906-3909,  supra. 

*»  Hearings  on  H.R.  7852  and  H.R.  8720 
Before  the  House  Committee  on  Interstate 
and  Foreign  Commerce,  73d  Cong.,  2d  Sess, 
at  pp.  124-125  (1934). 

"♦See  n.  1,  supra. 

"•Policy  Statement,  supra,  n.  1,  at  pp. 
7-9. 
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-•  Id.,  at  p.  8. 

^  See  n.  4.  supra. 

<*Id..  at  pt.  3.  p.  1317;  see  also.  Id.,  at  pp. 
1308-1309. 

***See.  e.g..  Instltutioiial  Investor  Study, 
supra  n.  4.,  at  pt.  1,  p.  zxU: 

"The  evolution  of  the  securities  markets 
has  been,  and  many  continue  to  be,  affected 
and  distorted  by  barriers  to  comi>etltion. 
Among  the  most  significant  of  these  are  min¬ 
imum  commission  rates  and  rules  that  in¬ 
sulate  markets,  market  makers  and  broker- 
dealers  from  each  other.  The  combination 
of  fixed  minimum  conunisslon  rates  and 
barriers  to  access  have  tended  to  cause  in¬ 
stitutions  to  choose  marketplaces,  in  part 
at  least,  for  the  purpose  of  reducing  the 
oonunisskm  they  pay  or  taking  advantage  of 
opportunities  to  pxnchase  various  services 
with  ‘soft’  commission  dollars  by  means  of 
reciprocal  practices.  These  appear  to  be  the 
most  important  explanations  tar  the  ac¬ 
celerating  growth  of  institutional  trading  on 
the  regional  exchanges  and  the  third 
market.” 

“•As  the  Study  found  (ibid.) : 

“The  fixed  minimum  stock  exchange  com¬ 
mission  on  large  orders  has  led  to  the 
grosrth  of  complex  reciprocal  relationships 
between,  on  the  one  hand,  institutions  (par¬ 
ticularly  mutual  fund  managers  and  banks) 
and,  on  the  other,  broker-dealers.  This  has 
had  the  effect  of  making  commission  rates 
for  institutions  negotiable  but  limiting  the 
extent  to  which  the  ultimate  investor  rather 
than  the  money  manager  has  ben^ted  from 
such  negotiation.” 

The  Commission,  over  the  years,  expressed  its 
view  that,  to  the  extent  opportunities  for 
rebating  commissions  exist,  these  commis¬ 
sions  should  be  returned  by  advisers  to  the 
investment  compcmies  they  manage.  It  has 
been  urged  by  some  commentators  that  our 
proposed  rule  is  at  variance  with  these  prior 
Commission  positions.  As  we  have  shown 
above,  p.  95,  supra,  however,  our  previous 
expression  erf  views  is  not  inconsistent  with 
Securities  Extdiange  Act  Rule  19b-2. 

““It  has  been  suggested  that,  in  order  to 
Justify  Rule  19b-2,  we  must  resolve  the 
proper  function  and  role  of  the  third  market. 
We  agree  that  the  scope  of  a  central  market 
S3r8teni  ultimately  will  require  consideration 
erf  these  issues.  But,  we  are  not  required  to 
reserve  all  facets  of  a  problem  at  once;  our 
accumulation  of  experience  with  the  various 
rules  we  recently  have  proposed  ot  adopted 
concerning  market  structure  will  enable  us 
to  consider  issues  such  as  these  in  their 
proper  perspective  and  with  an  adequate 
background.  As  the  House  Study,  supra  n.  4, 
noted  in  this  cemtext: 

“It  would  be  unrealistic  to  assume  that 
these  objectives  (the  establishment  of  a 
central  market  system]  might  be  achieved 
in  a  single  step,  through  legislative  fiat  or 
administrative  directive.  In  this  sense  the 
Subcmnmlttee  conctna  with  the  Commission 
in  its  stress  on  the  value  of  permitting 
markets  to  evolve,  provided  they  do  so  in 
the  general  direction  intended,  and  without 
market  distortions  detrimental  to  the  public 
interest." 

Id.,  at  p.  123. 

““  See  n.  33,  supra. 

“•We  are  not  persuaded  that  all  of  the 
adherents  of  unregulated  exchange  mem¬ 
bership  either  want  or  would  benefit  if  our 
determination  were  to  sanction  such  a  de- 
velc^ment.  If  all  qualifications  for  exchange 
membership  were  lifted,  all  exchanges — not 
Just  the  few  which  do  so  now — might,  for 
various  reasons,  feel  compelled  to  accept 
institutions  as  members.  The  so-called  “in¬ 
stitutional  members”  of  regional  exchanges 
well  might  prefer  to  limit  their  membership 
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to  the  two  New  York  exchanges  if  that 
option  were  available;  without  any  other 
basis  to  compete  with  these  exchanges  than 
the  artificial  methods  that  now  exist  (see 
p.  3926.  supra),  some  regional  exchanges 
might,  in  the  long  run,  disband  or  severely 
contract  their  operations. 

“•  See,  e.g..  Commission  File  No.  S7-452, 
supra  n.  16,  written  comments  of  Charming 
Management  Corp.  (Oct.  3. 1972)  at  pp.  9-10; 
American  Insurance  Association  (Oct.  12. 
1972)  at  p.  8,  Antitrust  Division  of  the 
Department  of  Justice  (Oct.  3,  1972),  at  p.  9, 
et  seq. 

“•See  pp.  3908-3906,  supra. 

"•See  pp.  3925-3926,  supra. 

•"See  p.  3905,  supra. 

“•  See  pp.  3905,  3914-3916,  supra. 

•"  Unsafe  and  Unsound  Study,  supra,  n.  87, 
at  pp.  13-20. 

•“See  p.  3905,  supra. 

“•See  n.  337.  supra. 

•“See  CommlflBlon  PUe  No.  S7-452.  n.  16, 
supra,  written  comments  of  PBW  Stock  Ex¬ 
change,  Inc.  (Sept.  8,  1972);  Antitrust  Divi¬ 
sion  of  the  UJ3.  Department  of  Justice  (Oct.  3. 
1972). 

•“  See  Policy  Statement,  supra  n.  1,  at  p. 

21. 

•“In  addition  to  our  own  authority,  see 
Commission  File  No.  4-147,  supra  n.  84,  State¬ 
ment  at  the  Antitrust  Division  of  the  U.S. 
Department  of  Justice,  Appendix  B  (Dec.  1, 
1971). 

•“See  Commission  File  No.  S7-452,  supra 
n.  16,  written  comments  of  American  In¬ 
surance  Association  (Oct  12, 1972);  American 
Life  Convention-Life  Insurance  Association 
of  America  (Oct  3,  1972);  The  Travelers 
Insurance  Company  (Sept.  29,  1972). 

•“See  p.  3923,  supra. 

•*•  See  Commission  File  No.  S7-452,  supra 
n.  16,  written  comments  of  PBW  Stock  Ex¬ 
change,  Inc.  (Sept.  8, 1972). 

•“  It  is  not  possible  to  ctire  all  ills  that  may 
exist  in  one  fell  swoop.  See  n.  501,  supra. 

“•The  exchanges  also  have  adopted  rules 
permitting  a  discount  of  40  percent  from 
the  minimum  commission  rate  for  qualify¬ 
ing  nonmember  broker-dealers,  provided 
they  and  their  parents  are  primarily  engaged 
in  the  securities  business  and  agree  that  the 
discount  will  be  retained  by  the  nonmember 
broker-dealer  free  from  any  rebate  to  or  for 
the  benefit  of  any  customer.  (See,  e.g..  Rule 
385,  rules  of  the  New  York  Stock  Exchange, 
2  CCH,  New  York  Stock  Exchange  Oulde 
Para.  2385,  at  p.  3642;  Rule  399,  rules  of  the 
American  Stock  Exchange,  2  CCH,  American 
Stock  Exchange  Guide  Para.  9429,  at 
p.  2643;  Rule  4,  section  2(b),  rules  of  the 
Pacific  Coast  Stock  Exchange,  CCH  Pacific 
Coast  Sto<dc  Exchange  Oulde  Para.  3933,  at 
p.  3088;  Chsqjter  XXXI,  section  1,  rules  of 
the  Boston  Stock  Exchange,  CCH  Boston 
Stock  Exbange  Oulde  Para.  2290,  at  p.  2277. 
The  access  provision  of  the  PBW  Stock  Ex¬ 
change  does  not  contain  such  a  primary 
ptirpoee  requirement  or  parent  test  but  pro¬ 
vides  that  “this  discount  shall  not  apply  to 
an  affiliate  of  a  bank,  insurance  company, 
pension  trust,  investment  company  com¬ 
plex,  or  manager  of  a  pool  of  invested  capital; 
•  •  •”  Article  XX,  section  2(h),  Constitu¬ 
tion  of  the  PBW  Stock  Exchange,  CCH  PBW 
Stock  Exchange  Oulde  Para.  1477,  at  p.  1122. 

The  access  provision  of  the  Midwest  Stock 
Exchange  contains  a  primary  purpose  re¬ 
quirement  which  does  not  relate  to  the 
parent.  Article  XXVIH,  Rule  2(1),  rules  of 
the  Midwest  Stock  Exchange,  CCH  Midwest 
Stock  Exchange  Oulde  Para.  2552,  at  p.  2131.) 
It  is  expected  that  following  the  adoption  of 
Rule  19h-2  all  exchanges  will  amend  their 
access  provisions  to  the  extent  necessary  to 
eliminate  any  parent  or  related  test. 


It  should  be  noted,  however,  that  nonmem¬ 
ber  access  was  adopted  by  the  exchanges,  at 
the  Commission’s  request,  to  provide  an 
opportunity  for  broker-dealers  which  are  not 
exchange  members  to  earn  reasonable  com¬ 
pensation  for  executing  orders  in  listed  secu¬ 
rities.  Accordingly,  It  affords  a  professional 
discount  to  nonmember  broker-dealers  on 
agency  orders  of  public  customers.  It  Was 
never  intended  to  enable  any  individual 
customer  to  obtain  a  commission  rate  advan¬ 
tage;  thus,  it  would  be  inconsistent  with  the 
objectives  of  the  access  provision  for  a  broker- 
dealer  to  receive  a  nonmember  discount  in 
resi>ect  of  any  order  executed  by  it  for  its  own 
account  or  any  account  of  an  affiliated  per¬ 
son,  within  the  meaning  of  Rule  19b-2.  Ac¬ 
cordingly,  while  Rule  19b-2  does  not  directly 
address  itself  to  the  subject  of  qualifications 
for  nonmember  access,  it  is  obvious  that 
appropriate  amendments  will  be  required  in 
the  nonmember  access  rules  of  exchanges  to 
limit  the  availability  of  the  nonmember  dis¬ 
count  to  agency  orders  for  unafflliated  public 
customers. 

•"373  U.S.  341  (1983).  Cf.  Ricci  v.  Chicago 
Mercantile  Exchange,  No.  71-868  (U.S.  Sup. 
Ct.,  Jan.  9,  1973). 

•”  As  the  Court  noted : 

“(TJhe  Commission’s  lack  of  Jurisdiction 
over  particular  applications  of  exchange  rules 
means  that  the  question  of  antitrust  exemp¬ 
tion  does  not  involve  any  problem  erf  conflict 
or  coextensiveness  of  coverage  with  the 
agency’s  regulatory  power  •  •  •.  The  issue 
(here)  is  only  that  of  ttie  extent  to  which  the 
character  and  objectives  of  exchange  self- 
regulation  contemplated  by  the  Securities 
Exchange  Act  are  Incompatible  with  the 
maintenance  of  an  antitrust  action.” 

373  U.a.  at  368. 

•"  378  U.S.  at  pp.  364-366. 

““  See  n.  480,  supra;  373  U.S.  at  p.  368  n.  12. 

•“No.  71-858  (UB.  Sup.  Ct.,  Jan.  9,  1973), 
Slip  op.  at  pp.  11-13. 

““  373  U.S.  at  p.  357. 

•“See  pp.  3926-3927,  infra. 

•"  See  pp.  3906-3909,  supra. 

•••  See,  e.g.,  Harwell  v.  Growth  Indus.,  451 
F.  2d  240  (C.A.  5,  1971),  opinion  modified 
and  rehearing  denied,  459  F.  2d  461  (C.A.  5. 
1972),  certioran  denied,  41  UBli.W.  3179 
(UB.,  No.  72-68)  (Oct.  10,  1972) ;  ’Thill  v.  New 
York  Stock  Exchange,  433  F.  2d  264  (C.A.  7, 
1970),  certiorari  denied.  401  U.S.  994  (1971). 

•“  House  Study,  supra  n.  4,  at  pp.  155-168; 
Baxter,  NYSE  Fixed  Commission  Rates;  A 
Private  Cartel  Goes  Public,  22  Stan.  L.  Rev. 
675  (1970);  Nerenberg,  Application  of  the 
Antitrust  Laws  to  the  Seciulties  Field,  16 
Wes.  Res.  L.  Rev.  131  (1964);  Johnson,  Ap¬ 
plication  of  Antitrust  Laws  to  the  Securities 
Industry.  20  S.WJj.J.  536  (1966). 

•"  See  cases  cited  at  n.  489,  supra.  Cf.  Ricci 
V.  Chicago  Mercantile  Exchange,  No.  71-858 
(U.S.  Sup.  Ct.  Jan.  9,  1973),  where  the  Court 
stated  that  agency  consideration  of  issues 
conunon  to  an  antitrust  suit  “would  obviate 
any  necessity  for  the  antitrust  court  to  rellt- 
igate  the  Issues  actually  disposed  erf  by  the 
agency  decision.”  Slip  op.  at  p.  17  (emphasis 
supplied ) . 

“‘This  issue  explicitly  was  left  open  in 
Ricci  V.  Chicago  Mercantile  Exchange,  supra 
n.  529,  concurring  opinion  of  Berger,  C.J. 

•“  Silver  V.  New  York  Stock  Exchange,  373 
U.S.  341,  367. 

•“  If  the  antitrust  laws  supersede  our  au¬ 
thority  to  regulate  the  Nation’s  exchanges, 
the  Securities  Exchange  Act  cannot  “work.” 

•“  See  5  UB.C.  701,  et  seq. 

review  of  agency  acWon,'**  and  that  re- 

•"  6  U.S.C.  702,  704.  See  Robertson  v.  Fed¬ 
eral  Trade  Conunisslon,  415  F.  2d  49  66  (C.A. 
4,  1969);  Rettlnger  v.  Federal  ’Trade  Com¬ 
mission,  392  F.  3d  464,  467  (C.A.  3.  1968). 
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^See  p.  3925,  supra. 

But  see  Harwell  v.  Orowth  Indus,  supra 
n.  528. 

“•  373  U.S.  at  p.  360. 

“» Id.,  at  p.  361. 

»«>No.  71-868  (US.  Sup.  Ct.,  Jan.  9,  1973). 

Ml  See  sections  11(a)  and  19(b)  of  the 
Act.  Section  10(b)  sets  as  a  standard  tar 
Commission  action  or  review  and  modifica¬ 
tion  of  exchange  rules,  the  requirement  that 
we  find  changes  In  rules  to  be: 

"Necessary  or  appropriate  for  the  protec¬ 
tion  of  Investors  or  to  Insure  fair  dealing 
In  securities  traded  In  upon  such  exchange 
or  to  Insure  fair  administration  of  such  ex¬ 
change  •  • 


Since  the  Act  Is  entitled  to  a  broad  con¬ 
struction  comporting  with  the  remedial  pur¬ 
poses  of  this  legislation  (see  pp.  54-69, 
supra) ,  we  do  not  believe  the  Supreme  Court 
in  Sliver  Intended  to,  or  did,  rewrite  these 
dual  tests  for  Commission  action,  and  the 
Blccl  decision  confirms  this  analysis.  See 
n.  489,  supra. 

MS  See  pp.  3903-3909,  supra. 

MS  See  pp.  3914-3924,  supra. 

MS  See  discussion  supra,  pp.  3906-3909. 

MS  See  filscusslon  supra,  p.  3912. 

M«  See  discussion  supra,  pp.  3906-3909. 

M>78  Cong.  Bee.  7696  (1934). 

MS  78  Cong.  Bee.  8091  (1934) . 

MS  See  pp.  3909-3911,  supra. 


“®See  p.  3913,  supra. 

Ml  See,  e.g..  Commission  on  Organization 
of  the  Executive  Branch  of  the  Government, 
Task  Force  Beport  on  Legal  Services  and 
Procedures  (1955),  p.  189;  Committee  on 
Administrative  Procedure,  Administrative 
Procedure  In  Government  Agencies,  S.  Doc. 
No.  8,  77th  Cong.,  1st  Sess.  (1941),  at  pp.  39- 
40;  Cary,  Administrative  Agencies  and  the 
Securities  and  Exchange  Commission,  29  Law 
and  Contemp.  Probs.  653,  660  (1964);  Von 
Mehren  and  McCarroll,  The  Proxy  Buies;  A 
Case  Study  In  the  Administrative  Process,  29 
Law  and  Contemp.  Probs.  728,  748  (1964). 

““Landis,  The  Administrative  Process,  75- 
76  (1938). 

(FB  Doc.73-1390  Filed  2-7-73;8:45  am) 


FEDERAL  REGISTER,  VOL.  38,  NO.  26 — THURSDAY,  FEBRUARY  8,  1973 


An 

Invaluable  Reference 

Tool 


1972/73  Edition 

This  guidebook  provides 
information  about  significant 
programs  and  functions  of 
the  U.S.  Government  agencies, 
and  identifies  key  officials 
in  each  agency. 

Included  with  most 
agency  statements  are 
''Sources  of  Information" 
sections  which  give  helpful 
information  on: 

•  Employment 

•  Contracting  with  the 
Federal  Government 

•  Environmental  programs 

•  Small  business  opportunities 

•  Federal  publications 

•  Speakers  and  films  available 
to  civic  and  educational  groups 

This  handbook  is  a  "must”  for 
teachers,  students,  librarians, 
researchers,  businessmen, 
and  lawyers  who  need  current 
official  information  about  the 
U.S.  Government. 


$0.00 

p«rcopy. 

Paptrbpund,  with  charts 


MAIL  ORDER  FORM  To: 

Superintendent  of  Documents,  Government  Printing  Office,  Washington,  D.C,  20402 

Enclosed  find  $ . (check,  money  order,  or  Supt  of  Documents  coupons).  Please  send  me 

. copies  of  the  UNITED  STATES  GOVERNMENT  ORGANIZATION  MANUAL,  1972/73,  at 

$3.00  per  copy.  (Catalog  No.  GS  4.109:972)  (Stock  No.  2203-0035) 


Please  charge  this  order 
to  my  Deposit  Account 
No . . . 


Name  . . . 

Street  address  . 

City  and  State  . ZIP  Code 


For  Um  of  Supt  Docs. 

.......Enclotwl . 

To  bo  imilod 
... _ lotor - 

___.SabKripUon... 

Refund . 

Coupon  refund. 

Po«tt|o . 


I 


